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THE  TARIFF  ACT  OF  1913 

SUMMARY 

The  principle  of  a  "competitive  tariff,"  1.  —  "Legitimate''  in- 
dustriesi  3.  —  The  Tariff  Board  and  the  methods  of  revision,  5.  — 
Sugar  duty  lowered  at  once,  to  be  abolished  after  three  years,  8.  — 
Wool  free,  11;  lower  od  valorem  rate  on  woolens,  13.  —  The  probable 
consequences,  15.  —  Moderate  rates  on  cottons,  17.  —  Comparatively 
high  rates  retained  on  silks,  20.  —  Other  changes:  pottery  (23),  iron 
and  steel  (24),  free  list  extended  (25).  —  Administrative  sections 
strengthened,  to  prevent  evasion  of  ad  valorem  rates,  26.  —  Many 
reductions  will  be  only  of  nominal  effect,  28.  —  What  the  future  may 
bring,  29. 

The  Taiiflf  Act  of  1913  is  described  both  by  friends 
and  enemies  as  a  radical  measure.  It  is  said  not  only 
to  lower  duties,  but  to  introduce  new  methods  of 
assessing  them  and  to  rest  upon  principles  essentially 
dijfferent.  How  far  can  it  be  said  to  make  sweeping 
changes? 

The  new  principle  of  which  most  has  been  made  by 
the  advocates  of  the  act  is  that  of  a  "  competitive 
tariff/'  In  19(p,  the  Republicans  had  prof essed  to 
act  on  quite  a  mfferent  principle,  —  that  of  equalizing 
cost  of  production.  These  two  have  been  set  forth 
by  both  sides  as  starting  from  opposite  poles  in  the 
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tariflf  controversy.  And  yet,  impartially  considered, 
and  assuming  consistent  application,  they  would  seem 
to  come  to  very  much  the  same  thing.  The  notion 
underlying  equalization  of  cost  of  production  is  that  of 
enabling  the  domestic  producer  to  compete  on  even 
terms  with  the  foreign  producer.  This  would  seem  to 
be  essentially  the  notion  of  a  "  competitive  tariff."  It 
is  true  that  in  the  statements  of  the  principle  of  equaliza- 
tion, something  was  always  said  of  a  ''  reasonable 
profit  "  to  the  domestic  producer;  whereas  the  Demo- 
crats, when  explaining  what  was  meant  by  a  '^  com- 
petitive tariff,"  poohpoohed  reasonable  profits,  and 
intimated  that  the  competition  should  be  such  as  to 
cut  down  domestic  profits,  and  perhaps  wipe  out  some 
of  them.  Yet  a  reasonable  profit  is  obviously  to  be 
considered  among  the  normal  expenses  of  production, 
even  tho  it  be  not  so  reckoned  under  the  usual  methods 
of  cost  accounting.  A  "  competitive  tariff  "  would 
seem  to  be  one  imder  which  domestic  and  foreign 
producers  could  compete  in  such  manner  that  both 
should  get  reasonable  profits.  Fairly  and  consistently 
applied,  therefore,  the  principle  of  a  competitive  tariff 
cannot  be  said  to  differ  in  essentials  from  that  of  a 
tariff  equaUzing  cost  of  production. 

In  discussing  the  Tariff  Act  of  1909,  I  took  occasion 
to  point  out  the  obvious  fact  that  universal  equalization 
of  cost  of  production  means  universal  application  of 
protection.^  However  high  cost  of  production  may 
be  in  the  United  States,  duties  must  be  made  high 
enough,  on  this  principle,  to  offset  the  difference. 
Anything  and  everjrthing  is  to  be  made  at  home.  The 
principle  of  a  "  competitive  tariff  "  perhaps  does  not 
go  quite  so  far,  especially  if  applied  with  a  less  generous 

1  In  this  JoonuJ  for  Norember,  1909;  of.  also  my  Taziff  Bhtory  of  the  United 
Btatee.  ed.  of  1910.  p.  263. 
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reckoning  of  the  domestic  producer's  expenses.  None 
the  less,  under  that  principle  also  duties  should  be 
made  high  on  commodities  produced  in  the  United 
States  under  disadvantagous  conditions  and  therefore 
at  heavy  expense.  The  notion  of  the  "  competitive 
tariff  "  is  no  less  inconsistent  with  the  principle  of  free 
trade  than  is  the  rival  one.  Under  consistent  free 
trade,  the  competition  between  the  foreign  producer 
and  the  domestic  producer  would  not  be  a  weighted 
one,  with  handicaps  in  favor  of  the  domestic  producer; 
it  would  be  quite  an  even  one.  The  principle  of  a 
"  competitive  tariff  "  would  seem  to  mean  merely  that 
protection  should  not  be  unnecessarily  high,  yet  high 
enough  to  ensure  the  maintenance  of  domestic  pro- 
duction. 

Another  phrase  much  used  in  the  debates  of  the 
current  session  was  that  of  a  "  legitimate  "  industry. 
No  legitimate  industry,  it  was  said,  would  be  endangered. 
What  is  an  illegitimate  industry  ?  One  that  cannot 
maintain  itself  without  some  sort  of  legislative  prop  ? 
or  one  that  has  lost  the  right  to  a  prop  because  of  the 
methods  by  which  its  promoters  have  sought  to  influence 
legislation  in  the  past  ?  or  one  that  has  seciu*ed  unusual 
profits  through  monopoly  or  semi-monopoly  ?  Per- 
haps legitimate  industries  are  those  which,  under 
protection,  have  been  securing  no  more  than  normal 
or  reasonable  profits.  Perhaps  the  phrase  refers  to 
industries  which  could  hold  their  own  under  a  com- 
paratively moderate  scale  of  duties,  but  rules  out 
industries  depending  upon  a  range  of  duties  distinctly 
high.  Or  it  may  mean  that  vested  industries  should 
not  be  disturbed,  —  industries  established  on  the  sup- 
position that  the  policy  of  protection,  maintained  for  so 
many  years,  would  be  continued  indefinitely.  Hardly 
any  intimation  was  given  that  an  industry  was  illegiti- 
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mate  merely  because  dependent  on  protection.  Neither 
phrase,  —  "  legitimate  "  industries  nor  "  competitive  " 
industries,  —  was  used  in  such  a  way  as  to  commit  its 
advocates  to  the  abolition  of  protection  or  to  a  con- 
sistent application  of  free  trade. 

All  such  catchwords,  however,  are  less  important 
in  their  strict  and  consistent  meaning  than  in  what 
they  imply  to  the  average  voter.  Their  impUcations 
are  by  no  means  the  same.  They  suggest  very  different 
points  of  view.  The  Republicans,  when  they  professed 
to  be  desirous  of  merely  equalizing  costs  of  production, 
made  it  clear  that  they  meant  duties  to  be  kept  amply 
high  enough  to  leave  the  domestic  producer  in  command 
of  the  situation.  The  Democrats,  when  they  spoke 
of  competition,  meant  that  duties  should  be  kept  below 
the  point  of  prohibition.  The  RepubUcans  wished 
to  make  sure  of  keeping  imports  out;  the  Democrats 
wished  to  make  sure  of  letting  some  in.  And  further, 
the  Democrats,  however,  they  might  speak  of  competi- 
tive rates  and  "  legitimate  "  industries,  reserved  the 
alternative,  where  political  or  economic  expediency 
prompted  it,  of  throwing  these  principles  to  the  winds 
and  of  fixing  duties  quite  without  regard  to  competition 
or  legitimacy. 

None  the  less,  there  was  occasional  discussion  that 
implied  the  orthodox  free  trade  reasoning.  "  Legiti- 
mate "  industries  were  sometimes  described  as  those 
economically  legitimate;  that  is,  such  as  could  hold 
their  own  without  protection.  It  would  follow  that 
every  industry  dependent  on  protection  was  illegiti- 
mate. From  still  another  point  of  view  the  illegitimacy 
of  protection  as  such  was  implied.  Mr.  Underwood 
presented,  in  a  widely  circulated  speech,^  some  esti- 

>  The  ipMoh  was  made  in  the  Hooeet  April  23,  1013,  and  widely  oiroolated  in 
pamphlet  form. 
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mates  of  the  taxes  which  the  consumer  paid  mider 
the  tariff,  and  reckoned  among  these  the  amounts 
paid  in  the  form  of  higher  prices  on  commodities  pro- 
duced at  home.  Calculations  of  this  kind  caU  for  the 
greatest  caution.  There  are  but  few  commodities,  — 
sugar  and  wool  might  be  instanced, — for  which  it  can 
be  figured  out  with  any  accuracy  how  great  is  the  rise 
in  price  which  the  duties  cause,  and  how  great  is  the 
total  burden  on  the  consumer  if  both  domestic  output 
and  imports  be  considered.  In  most  cases  figures  of 
this  sort  rest  on  guess  work.  Such,  for  example,  is 
the  case  with  calculations  of  the  total  burden  from  the 
duties  on  cottons,  silks,  woolens,  glass  ware,  manu- 
factures of  iron.  This  much,  however,  is  to  be  said: 
one  who  parades  such  figures  uses  the  essential  argu- 
ment for  free  trade.  He  can  hardly  admit  the  stock 
protectionist  pleas,  under  which  it  is  not  admitted  for  a 
moment  that  there  is  a  real  tax  on  the  consumer,  still 
less  a  net  loss  to  him,  because  of  higher  prices  of  com- 
modities produced  within  the  country.  One  who  argues 
after  this  fashion  would  seem  not  to  be  able  to  use  the 
principle  of  a  "  competitive  tariff,"  which  assumes  a 
partition  of  the  market  between  the  domestic  producer 
and  the  foreign;  or  at  the  most  he  can  use  it  only  as  a 
sort  of  stopgap,  a  rough  and  ready  expedient  for  keeping 
duties  within  the  bounds  set  by  regard  for  vested  in- 
terests. 

Perhaps  no  topic  brought  into  clearer  light  the  mode 
in  which  the  two  parties  approached  the  tariff  question 
than  that  of  the  expediency  of  maintaining  a  tariff 
board.  Unless  the  principle  of  free  trade  is  to  be  fully 
and  consistently  applied,  there  is  ground  for  detailed 
inquiry  on  the  facts  of  each  particular  industry.  Under 
free  tiade,  such  inquiry  is  superfluous.  All  that  needs 
then  to  be  done  is  to  treat  the  imported  and  domestic 
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supply  on  the  same  terms:  either  tax  both  at  the  same 
rate,  or  free  both  from  taxes,  and  let  the  results  of 
completely  equal  competition  work  themselves  out. 
But  this  drastic  treatment  no  one  proposes,  at  least  for 
unmediate  general  application.  Now  if  the  basis  of 
adjustment  is  to  be  that  of  making  conditions  com- 
petitive, or  that  of  equalizing  cost,  or  that  of  regarding 
most  established  industries  as  legitimate,  —  on  any 
such  basis  the  question  in  each  particular  case  must 
arise  what  precise  rate  of  duty  brings  about  the 
desired  adjustment.  Hence  the  Republicans  had 
much  to  say  about  the  need  of  an  expert  board  of 
investigators  and  the  recklessness  of  disturbing  the 
foundations  of  industry  without  painstaking  examina- 
tion. That  the  Ways  and  Means  Committee  of  the 
House,  or  the  Finance  Committee  of  the  Senate,  was 
not  in  position  to  make  such  investigation  was  now 
freely  admitted  by  the  Republicans.  They  did  not 
deny  their  own  sins  of  the  past  in  this  regard,  but  urged 
improvement  for  the  present  and  the  future.  There 
was  much  complaint  that  the  Democratic  Ways  and 
Means  Committee  had  proceeded  roughshod,  arrived 
at  duties  by  guess  work,  and  fixed  rates  on  materials 
and  half  finished  commodities  that  were  inconsistent 
with  rates  upon  finished  or  nearly  finished  commodities. 
The  new  tariff,  it  was  said,  was  not  a  "  scientific  '^ 
tariff. 

In  this  there  was  not  a  little  truth.  The  duties 
were,  in  fact,  settled  in  more  or  less  rough  and  ready 
fashion.  Doubtless  the  exact  rates  in  many  cases 
were  the  results  of  compromise,  not  of  any  close  cal- 
culation or  accurate  information.  Beyond  question 
the  same  sort  of  thing  had  gone  on  in  previous  years, 
and  even  more  flagrantly.  But  the  Republicans 
could  maintain  that  since  1909  the  Tariff  Board  had 
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been  at  work^  and  had  shown  the  possibility  of  more 
deliberate  and  discriminating  procedure.  And  yet 
the  Democrats  could  not  be  seriously  expected  to  pay 
much  attention  to  this  demand  for  prolonged  prepara- 
tion and  expert  examination.  In  the  first  place,  the 
Tariflf  Board  was  a  Republican  device.  However 
excellent  its  work,  —  and  no  competent  observer  will 
deny  that  it  has  thrown  much  needed  light  on  all  the 
topics  which  it  has  investigated,  —  a  flavor  of  partisan- 
ship remained.  The  very  fact  of  its  being  a  Republican 
product  caused  the  Democrats  to  turn  their  backs  on  it. 
More  important,  however,  was  the  circimistance  that 
detailed  and  elaborate  inquiry  necessarily  meant  delay. 
The  Democrats  were  not  to  be  blamed  for  believing 
that,  however  unbiased  the  members  of  the  Tariff 
Board  may  have  been,  and  however  excellent  their  work, 
the  real  object  of  the  Republican  leaders  who  cham- 
pioned the  Board  was  to  stave  off  early  action  and 
perhaps  give  a  chance  for  the  political  situation  once 
more  to  take  a  turn  in  their  favor.  Postponement 
of  action  by  the  Democrats  until  the  results  of  an  expert 
board's  inquiries  should  be  at  hand  was  to  give  up  their 
golden  opportunity.  They  had  control  for  the  first 
time  in  many  years  of  all  branches  of  the  national 
legislature,  —  not  only  the  House  and  the  Presidency, 
but  even  the  Senate.  Their  time  had  come,  and  to 
have  waited  would  have  been  politically  suicidal.^ 

1  Something  which  mmy  ixMsbly  be  equivalent  to  the  work  of  the  Tariff  Board 
has  been  provided  in  one  of  the  closing  paragn4>h0  of  the  Act  (Section  IV,  Paragraph  S) 
under  which  '*  The  President  shall  cause  to  be  ascertained  each  year,  the  amount  of 
imports  and  exports  of  the  articles  enumerated  in  the  vaxious  paragraphs  in  section 
one  of  this  Act  and  cause  an  estimate  to  be  made  of  the  amount  of  the  domestic  pro- 
duction and  consumption  of  said  articles,  uid  where  it  is  ascertained  that  the  imports 
under  any  paragr^h  amount  to  less  than  5  per  centum  of  the  domestic  consumption 
of  the  articles  enumerated  he  shall  advise  the  Congress  as  to  the  facts  and  his  con- 
elusions  by  special  message."  The  notion  of  a  competitive  tariff  seems  to  underly 
the  provision.  Nothing  is  said  about  cost  of  production,  which  played  so  large  a 
part  in  the  instructions  to  the  old  Tariff  Board,  and  in  its  investigations. 
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Among  the  changes  m  duties  made  m  the  act  of  1913 
by  far  the  most  conspicuous  and  important  are  those 
on  sugar  and  wool.  Both  are  admitted  free;  wool 
at  once,  and  sugar  after  an  interval  of  three  years. 

The  duty  on  sugar  under  the  Acts  of  1897  and  1909 
had  been  one  and  two-thirds  cents  (on  the  grade  most 
largely  imported  and  commonly  taken  as  the  standard). 
The  duty  becomes  one  cent  a  pound,  until  May  1, 1916; 
after  that  date,  all  sugar  is  to  be  admitted  free.  The 
transitional  duty  of  one  cent  a  pound  remains  subject 
to  the  reduction  of  20  per  cent  for  sugar  from  Cuba, 
whence  most  of  the  imports  have  come  in  the  past, 
and  whence  virtually  all  of  them  are  likely  to  come  in 
the  near  future.  There  are  some  clear  advantages 
in  the  course  thus  taken,  and  more  particularly  in  the 
three-year  interim. 

In  the  first  place,  there  is  a  fiscal  advantage  in  post- 
poning complete  remission.  The  sugar  duty  contrib- 
utes heavily  to  the  customs  revenue.  The  income 
tax,  which  is  expected  to  make  up  for  loss  in  the  customs 
revenue,  will  almost  certainly  require  time  for  working 
out  its  full  yield.  The  temporary  retention  of  the  sugar 
duty  eases  the  process  of  fiscal  rearrangement. 

Second,  the  sugar  producers  are  given  time  for  re- 
adjustment to  new  conditions.  The  production  of  raw 
sugar,  whether  cane  or  beet,  is  in  these  modem  days 
a  manufactiuing  industry  almost  as  much  as  an 
extractive  one.  The  abolition  of  the  sugar  duty  pre- 
sents squarely  the  problem  of  vested  interests  in  an 
industry  where  there  is  large  investment  of  fixed  capital. 
In  all  such  cases  there  is  good  ground  for  postponed 
reductions.  But  it  is  to  be  admitted  also  that  there  is 
likely  to  remain  a  lingering  doubt  whether  such  a 
program  of  reduction  will  be  carried  out  to  the  bitter 
end,  and  hence  some  uncertainty  whether  the  transi- 
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tion  will  really  be  prepared  for.  This  is  the  strong 
argument  against  the  plan^  sometimes  advocated  as 
the  best  for  dealing  with  duties  deemed  excessive^  of 
spreading  all  reductions  over  a  series  of  years.  There 
is  always  a  question  whether  the  political  situation 
will  not  shift  in  the  meanwhile.  Even  during  the  last 
year  or  two,  when  it  has  been  obvious  to  every  \mprej- 
udiced  observer  that  a  considerable  pruning  of  the 
protective  system  was  inevitable,  the  interested  pro- 
ducers have  continued  to  manoeuvre  against  the  inevi- 
table, trying  to  persuade  themselves  that  the  changes 
could  be  prevented  or  postponed.  The  same  unwilling- 
ness to  face  squarely  an  imwelcome  prospect  may  appear 
during  the  three-year  period  allowed  before  sugar 
becomes  free.  It  may  be  thought  that  the  Democrats 
will  lose  their  majority  in  Congress  at  the  elections  of 
1914;  still  more,  that  they  will  lose  everything  in  1916. 
The  tactics  of  the  protectionists  have  suggested  in 
many  ways  that  they  hope  for  an  early  return  of  the 
good  old  days.  In  this  frame  of  mind,  deliberate 
accommodation  to  the  new  tariff  conditions  is  hardly 
to  be  expected;  and  if  the  present  program  really  is 
carried  out  to  the  bitter  end,  the  sugar  producers  may 
be  as  ill  prepared  for  it  in  1916  as  they  are  now. 

The  strong  tactical  and  political  argument  for 
free  sugar  is  that  thereby  the  cost  of  living  will  be 
reduced.  Few  economists  would  subscribe  to  the 
statement,  often  made  by  the  Democrats  and  embodied 
in  their  platform,  that  the  tariff  system  is  the  main 
cause  of  that  general  rise  in  prices  which  people  describe 
as  the  high  cost  of  living.  But  here  is  one  commodity 
which  is  universally  consumed,  is  made  dearer  by  the 
existing  duty,  and  is  tolerably  certain  to  become 
cheaper  after  the  remission  of  duties.  It  is  true  that 
imtoward  crop  conditions  may  disguise  the  effect  in 
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1916.  It  is  conceivable  that  then  the  abolition  of  the 
duty  will  not  cause  sugar  to  be  cheaper,  but  will  simply 
prevent  it  from  becoming  dearer.  No  intelligent  person 
will  think  that,  so  far  as  the  effect  of  the  tariff  is  con- 
cerned, this  would  be  an  important  difference.  But 
the  enormous  majority  of  persons  think  about  these 
matters  with  singular  lack  of  intelligence;  and  some 
chances  are  taken  as  regards  the  impression  made  on 
the  mass  of  the  commimity  by  the  free  admission  of 
sugar  when  the  final  change  is  postponed  for  three 
years. 

It  is  difficult  to  see  how  anything  can  be  said  in  favor 
of  free  sugar  on  the  principle  of  a  competitive  tariff, 
or  on  that  of  attacking  only  the  ''  illegitimate  "  indus- 
tries. The  imports  of  sugar  have  always  been  large. 
Certainly  so  far  as  raw  sugar  is  concerned,  there  has 
been  steady  competition  between  the  domestic  pro- 
ducers, as  well  as  between  them  and  the  foreign  pro- 
ducers. The  production  of  cane  sugar  and  beet  sugar 
within  the  United  States  has  been  as  legitimate  as 
can  be  the  case  with  any  highly  protected  industry. 
Possibly  the  circumstance  that  the  sugar  planters 
of  Hawaii  and  Porto  Rico,  and  in  less  degree  those  of 
Cuba  and  the  Philippines,  had  been  among  the  bene- 
ficiaries from  the  duty,  may  have  promoted  an  unre- 
lenting attitude.  Yet  in  the  main  the  abolition  of  the 
duty,  while  tactically  justified  as  a  move  toward  lower- 
ing the  cost  of  living,  can  be  defended  with  consistency 
oiUy  on  the  ground  that  a  cheap  supply  from  abroad  is 
better  than  a  dear  supply  at  home.  This  is  the  gist 
of  the  principle  of  free  trade. 

More  considerable  economic  effects  are  likely  to 
follow  from  free  sugar  than  from  any  other  change 
in  the  act.  Tho  the  producers  in  Louisiana  and  in 
the  beet  sugar  states  have  exaggerated  their  dependence 
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on  protection^  —  as  is  habitually  done  by  domestic 
producers  when  making  pleas  for  duties,  —  it  would 
seem  that  in  fact  most  of  them  are  not  able  to  meet 
foreign  competition  on  equal  terms.  Both  cane  and 
beet  sugar  makers  have  been  prosperous  of  late  years; 
so  much  is  indicated  by  the  increase  in  their  output. 
Some  among  them  may  be  able  to  hold  their  own  even 
imder  free  sugar.  This  is  more  particularly  probable 
for  some  beet  sugar  districts  advantageously  placed  in 
the  West.  So  in  the  case  of  Hawaiian  sugar:  it  is  to  be 
expected  that  the  output  will  diminish,  yet  not  that 
sugar  planting  will  be  given  up.  Hawaii,  and  Porto 
Rico  as  well,  will  be  hard  hit,  but  hardly  compelled  to 
give  up  completely.  Cuba  and  Java  will  probably 
send  in  much  larger  imports.  One  may  be  distrustful 
of  the  predictions  concerning  the  extent  of  these 
changes,  but  considerable  they  are  likely  to  be.^ 

What  has  been  said  of  free  sugar  holds  for  the  com- 
plete and  inunediate  aboUtion  of  the  duty  on  wool.  In 
their  tariff  bills  of  1911  and  1912,  the  Democrats  had 
not  ventured  to  go  so  far.  It  had  been  proposed  to  leave 
the  duty  on  wool  at  20  per  cent.  Through  the  influence 
of  President  Wilson,  the  bolder  step  is  taken  of  admit- 
ting it  free  once  for  all.  It  will  be  remembered  that 
this  had  been  the  one  radical  change  made  in  the  ill- 
starred  tariff  act  of  1894.  In  taking  the  same  unflinch- 
ing step  at  the  present  time.  President  Wilson  showed 
the  unhesitating  courage  which  has  won  the  respect  of 

1  On  the  general  sugar  situation,  —  one  of  the  most  interesting  phases  of  our 
tari£F  history  during  the  last  generationt  —  I  refer  the  reader  to  my  article  in  the 
Atlantic  Monthly,  March,  1908,  on  "  Sugar:  a  Lesson  on  Reciprocity  and  the  TarijGF "; 
and  on  beet  sugar,  to  one  in  this  Journal,  for  February,  1912,  on  "  Beet  Sugar  and  the 
Tariff/'  On  this  latter  topic,  see  also  Dr.  R.  G.  BUkey's  careful  monograph,  *'  The 
United  States  Beet  Sugar  Industry  and  the  Tariff,"  Columbia  Univenity  Studies,  No. 
119  (1912);  and  two  articles  by  Dr.  Blakey,  on  *'  Beet  Sugar  and  the  Tariff,"  Journal 
of  Political  Economy,  June,  1913,  and  "  The  Proposed  Sugar  Tariff,"  Political  Soienoe 
Qnarteily,  June,  1912. 
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his  opponents  no  less  than  of  his  friends.  It  happened 
that  the  juncture  was  favorable  for  the  change.  A 
sweeping  reduction,  perhaps  amounting  to  complete 
aboUtion,  had  been  on  the  cards  for  so  many  months 
that  the  market  had  adjusted  itself  to  the  prospect, 
and  the  price  of  wool  had  been  for  some  time  on  a  free 
wool  basis. 

Here  again  none  of  the  current  formulas  were  appli- 
cable in  justification  of  so  sweeping  a  change,  —  neither 
those  of  the  Democrats  nor  those  of  the  Republicans. 
The  Republican  formula  about  equalizing  cost  of  pro- 
duction had  indeed  been  shown  to  be  quite  impossible 
of  application.  The  excellent  report  of  the  Tari£f 
Board  had  made  it  clear  that  the  expense  of  producing 
wool  imder  the  ordinary  farming  conditions  was  impos- 
sible of  any  precise  demarcation,  and  that  even  for 
wool  produced  imder  ranching  conditions  cost  varied 
so  much  in  different  regions  as  to  make  the  equalization 
formula  useless.  The  principle  of  a  competitive  tariff 
was  quite  as  unserviceable.  The  wool  duty  had  for 
many  years  been  competitive;  that  is,  the  imports 
had  been  continuous,  and  had  tended  to  grow.  So 
far  as  revenue  was  concerned,  complete  abolition  un- 
mistakeably  meant  a  fiscal  loss.  Nor  could  it  be  said 
that  wool  growing  was  an  illegitimate  industry,  except 
from  the  free  trader's  point  of  view.  Here  again,  a 
clear  decision  seems  to  have  been  made  against  even 
the  veiled  and  apologetic  arguments  for  protection. 
I  need  not  repeat  my  often  stated  conviction  that  the 
decision  was  wise.  Those  arguments  for  protection 
which  have  weight  with  trained  thinkers, — young 
industries,  national  independence,  and  the  like,  —  can 
have  no  application  in  this  case.  The  wool  duty 
cannot  be  defended  except  from  the  most  extreme 
protectionist  point  of  view. 
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The  wish  to  reduce  the  cost  of  Uving  doubtless  had 
its  ejffect  in  bringing  about  free  wool,  as  it  had  in 
securing  the  decision  for  ultimate  free  sugar.  Woolen 
clothing  is  dearer  in  the  United  States  than  in  other 
countries.  Cheaper  wool  will  lessen  the  difiference,  and 
will  bring  somewhat  cheaper  clothing.  The  change  is 
not  likely  to  be  as  considerable  or  as  conspicuous  as 
in  the  case  of  sugar.  On  an  average  suit  of  men's 
clothes  the  decline  in  price,  due  to  free  wool,  will  be 
not  far  from  one  dollar.  This  is  not  far  reaching,  but 
it  is  something  ;  and  every  little  tells.  Perhaps  the 
Democrats  cannily  reckoned  that  the  retail  clothing 
dealers  would  serve  their  party's  turn  by  parading  and 
magnifying  the  effect  of  free  wool ;  they  are  not  unlikely 
to  put  this  forth  as  the  occasion  of  those  extraordinary 
bargains  which  the  confiding  public  never  discovers 
to  be  other  than  extraordinary. 

The  necessary  corollary  of  free  wool  is  the  abolition 
of  the  compensating  (specific)  duties  upon  woolen 
goods.  They  go  by  the  board,  as  they  did  in  1894. 
Only  the  ad  valorem  duties  upon  woolen  goods  are 
retained;  and  these  are  substantially  reduced.  It 
will  be  recalled  that  the  ad  valorem  dutiefs  of  1897  and 
1909  had  been  upon  most  goods  50  and  55  per  cent. 
In  1894,  the  duty  on  woolens  had  been  left,  on  the  more 
important  classes  of  goods,  as  high  as  50  per  cent. 
On  almost  all  of  the  woolen  fabrics  concerning  which 
controversy  has  been  waged  the  rate  now  goes  down 
to  35  per  cent.  Yams  are  dutiable  at  20  per  cent, 
tops  at  15  per  cent.  The  rates  on  carpets  range  from 
20  to  35  per  cent.  The  35  per  cent  rate  now  established 
is  that  of  the  original  compensating  act  of  1867. 

Nominally,  the  reduction  in  protection  on  woolens  is 
in  the  reduced  ad  valorem  rate  only.  In  fact,  however, 
the  abolition  of  the  specific  compensating  duties  means 
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a  further  reduction  of  protection.  As  is  well-known 
to  every  one  who  has  given  attention  to  the  complexities 
of  schedule  K^  these  compensating  duties  had  given 
not  a  little  concealed  protection.  They  had  been  more 
than  enough  to  accomplish  their  nominal  object,  that 
of  simply  offsetting  the  influence  of  the  wool  duty  in 
raising  the  domestic  price  of  wool.  This  additional 
concealed  protection  had  not  been  in  the  main  the 
consequence,  as  was  so  often  charged,  of  deliberate 
plotting  or  manipulation.  It  had  been  the  result  of 
gradual  and  in  some  respects  unexpected  changes  in 
the  development  of  the  industry.  Whatever  the  proc- 
ess by  which  the  result  had  been  brought  about, 
the  duties  on  woolen  goods,  reckoning  together  both 
the  specific  compensating  duty  and  the  supposedly 
protective  ad  valorem  duty,  had  become  extremely 
high.  They  had  ranged  as  high  as  100  per  cent  on 
the  few  goods  that  continued  to  be  imported,  and  were 
equivalent  to  140  or  150  per  cent  on  most  foreign  goods, 
which  naturally  did  not  continue  to  be  imported  in 
face  of  these  prohibitive  rates. 

Here  is  a  great  decline  in  rates,  —  from  100  per  cent 
or  more  to  35  per  cent  or  less,  —  leading  the  public  to 
expect  a  marked  fall  in  prices.  In  fact,  it  is  far  from 
clear  how  considerable  will  be  the  change  in  prices. 
It  is  quite  certain  that  the  change  will  not  be  so  great 
aa  it  would  be  if ,  —  as  is  so  often  assumed  in  popular 
discussion,  —  every  cut  in  duty  necessarily  brought  a 
corresponding  change  in  price.  The  duties  on  woolens, 
to  repeat,  had  been  in  the  main  prohibitory.  Domestic 
woolens  had  the  field  to  themselves,  and  competition 
among  the  domestic  makers  kept  the  prices  of  most 
goods  within  the  range  fixed  by  expenses  of  production 
within  the  country.  Those  expenses  of  production 
were  unquestionably  made  higher  because  the  raw 
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material,  wool,  was  raised  in  price  by  the  duty.  In 
what  degree  the  strictly  manufacturing  expenses  also 
were  higher  than  in  foreign  coimtries  is  extremely 
difficult  to  make  out.  If  the  35  per  cent  duty  simply 
offsets  higher  manufacturing  expenses  within  the 
country,  the  change  made  in  the  woolen  duties  will 
prove  but  nominal,  substituting  an  effective  protect- 
ing duty  for  a  needlessly  high  and  prohibitory  one. 
It  would  seem  that  in  this  case  the  Democrats  strove 
to  apply  the  competitive  principle.  The  inquiries  of 
the  defunct  Tariff  Board,  and  some  further  calculations 
based  upon  them,  indicated  that  a  duty  of  35  per  cent 
would  correspond  roughly  to  the  difference  in  expenses 
of  production  between  American  and  foreign  manu- 
facturers.* But  the  correspondence  is  only  a  rough 
one.  On  some  classes  of  goods  the  35  per  cent  duty  is 
more  than  enough  to  enable  the  domestic  manufac- 
turer to  hold  his  own;  other  classes  of  goods  will  be 
imported  to  the  displacement  of  the  American  product. 
Predictions  of  wide-spread  diasaster  from  any  such 
change,  such  as  have  been  freely  made  for  the  last  few 
years  will  not  be  fulfilled.  No  doubt  in  many  cases 
they  have  been  made  in  good  faith,  engendered  by  the 
extraordinary  exaggeration  of  the  necessity  of  high 
protective  duties.  But  usually  they  have  been  more 
or  less  bluff;  those  who  make  them  have  been  con- 
cerned chiefly  with  warding  off  or  minimizing  unwel- 
come changes.  The  probabilities  seem  to  be  that  under 
the  35  per  cent  rate  the  greater  part  of  the  woolen  and 
worsted  manufacture  will  go  on  much  as  before.  Some 
weaker  mills  may  go  to  the  wall.  It  is  freely  said,  even 
in  manufacturing  circles,  that  the  proportion  of  weaker 
establishments  is  in  this  industry  not  inconsiderable. 

&  See  the  ezoellent  mrtiole  by  Mr.  W.  8.  Culbertson,  in  the  Amerioaa  Eoonomie 
Review,  Maroh,  1913,  which  sttmmariiefl  the  resuita  of  the  Taii£F  Board's  inveatigatioiis 
and  adds  some  valuable  oaloulationa  of  his  own. 
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Those  mills  which  are  well  equipped  and  well  managed 
will  probably  hold  their  own.  But  they  will  have  to 
adjust  themselves  to  new  conditions,  and  may  go 
through  a  trjring  period  of  transition.  The  ''  cutting 
up  trade  "  (the  manufacturers  of  ready  made  clothing, 
who  are  the  largest  buyers  from  the  mills)  will  doubt- 
less experiment  with  foreign  and  domestic  goods,  will 
buy  more  or  less  sparingly  until  it  appears  what  will 
be  the  relative  prices  of  the  two,  and  will  compel  a 
sharper  rivalry  among  the  manufacturers.  Free  wool 
will  make  possible  the  utilization  of  fibers  not  previously 
used,  and  so  the  production  of  new  classes  of  goods. 
Some  time  must  elapse,  possibly  two  or  three  years, 
before  it  is  clear  what  will  be  the  situation  of  the 
woolen  industry  under  the  new  conditions. 

In  any  case  it  is  probable  enough  that  some  branches 
of  the  domestic  woolen  manufacture  may  have  to  be 
given  up.  To  a  layman,  the  evidence  indicates  that 
the  makers  of  the  finest  goods  and  of  the  cheapest  goods 
are  most  in  danger.  The  so-called  standard  mediimi 
goods,  to  which  the  bulk  of  the  manufacture  is  given, 
will  probably  hold  their  own.  The  finest  and  most 
expensive  grades  of  men's  cloths  and  women's  dress 
goods  seem  most  likely  to  be  imported  in  considerably 
larger  volume,  and  to  supplant  the  domestic  goods. 
Some  foreign  manufacturers,  eq)ecially  Germans,  who 
have  transplanted  their  establishments  to  the  United 
States  imder  the  temptation  of  the  high  rates  of  1897 
and  1909,  will  apparently  suffer  severely. 

If  the  forecast  just  made  is  confirmed  by  the  course 
of  events,  it  will  follow  that  no  great  change  in  the 
price  of  woolen  goods  is  to  be  expected.  Some  reduc- 
tion will  ensue  because  of  the  lower  price  of  wool; 
some  fiurther  reduction  perhaps  because  of  keener 
competition   between   domestic    and   foreign   manu- 
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facturers,  and  sharper  conduct  of  the  industry  by  the 
former.  A  more  mcisive  reduction  of  the  duty  on 
woolens,  biinging  it  much  below  the  35  per  cent  rate, 
might  indeed  lead  to  far-reaching  changes;  but  noth- 
ing of  the  kind  has  been  done,  and  is  not  in  prospect 
for  the  visible  future. 

On  cotton  goods  the  reductions  are  not  dissimilar  in 
character  and  in  effect  from  those  in  the  ad  valorem 
rates  on  woolens.  The  change  on  the  statute  book  is 
great;  the  figures  go  down  sharply.  But  in  this  case 
also  the  consequences  in  trade  and  industry  are  much 
less  considerable  than  in  the  figures. 

The  rate  on  the  lowest  coimts  of  cotton  yams  is  but 
5  per  cent.  On  the  cheapest  grade  of  unprinted  and 
unbleached  cotton  cloths,  it  is  7\  per  cent.  For  finer 
grades,  the  rates  rise  progressively,  the  highest  on 
yams  being  25  per  cent,  and  on  plain  cloths  27)  per 
cent.  An  additional  duty  of  2\  per  cent  is  imposed  in 
all  cases  on  cloths  which  are  bleached,  dyed,  printed, 
or  mercerized.  The  maximiun  duty  on  cloths  is  thus 
30  per  cent.  On  ordinary  hosiery,  the  rate  is  20  per 
cent;  but  on  hosiery  that  is  fashioned  and  shaped  com- 
paratively high  duties  are  retained,  —  30  per  cent  if  the 
value  is  70  cents  per  dozen  or  less,  40  per  cent  if 
the  value  is  between  70  cents  and  $1.20,  50  per  cent 
if  the  value  exceeds  $1.20.  This  is  one  of  the  com- 
paratively few  cases  in  which  the  fence  system  (abrupt 
steps  in  the  rate  of  duty,  when  goods  get  beyond  a 
given  value  point)  is  retained.  Cotton  knit  goods, 
in  general,  are  dutiable  at  30  per  cent,  and  the  drag- 
net clause  (manufactures  of  cotton  not  otherwise  pro- 
vided for)  has  30  per  cent.  Cotton  gloves,  which  had 
been  affected  by  one  of  the  jokers  of  1909,  are  dutiable 
at  35  per  cent. 
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These  figures^  to  repeat,  make  very  radical  changes 
from  those  previously  on  the  statute  book.  But,  to 
repeat  once  more,  on  most  of  the  goods  the  reduction 
will  be  nominal.  The  cheaper  grades  of  cottons  are 
produced  in  the  United  States  as  cheaply  as  in  any 
country.  Barring  occasional  specialties,  no  such  goods 
are  imported.  They  are  exported  from  the  United 
States,  not  imported.  Goods  of  medium  grade,  tho 
not  exported,  would  hardly  be  imported  in  considerable 
quantities  even  under  complete  free  trade;  and  the  ad 
valorem  duties  now  imposed  will  continue  to  keep  the 
domestic  market  securely  in  the  hands  of  the  American 
manufacturers.  It  is  the  finer  grades  of  goods  that  are 
most  likely  to  be  affected.  The  importation  of  these 
had  continued  even  in  face  of  the  previous  high  duties, 
and  is  likely  to  be  stimulated  by  the  lower  rates.  It 
is  these  also  which  had  been  most  affected  by  the  specific 
duties  of  the  earlier  tariff  acts.  The  adjustment  of 
the  specific  duties  had  been  undertaken  at  the  behest 
of  the  domestic  manufacturers,  or  at  all  events  at  their 
suggestion,  and  had  been  so  devised  as  to  impede  most 
effectively  the  competition  of  the  foreign  manufacturers. 
No  doubt  in  most  of  these  cases  the  duties  were  need- 
lessly high.  They  were  prohibitory,  as  they  were  in 
the  case  of  woolen  goods;  and  the  continuing  importa- 
tions consisted  largely  of  specialities  which  held  their 
own  in  the  market  notwithstanding  prices  much  en- 
hanced by  the  duties.  In  the  case  of  the  fijier  cotton 
goods,  as  in  that  of  the  finer  woolen  goods,  there  will 
be  some  displacement  of  domestic  products  by  foreign. 
It  must  remain  to  be  seen  how  great  that  displacement 
will  be. 

All  the  duties  on  cotton  goods  are  now  assessed  by 
value.  Except  for  the  retention  of  a  remnant  of  the 
fence  system  in  the  hoisery  duties,  not  a  specific  rate 
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appears  in  the  entire  schedule.  This  radical  change 
was  made  the  occasion  for  severe  criticism^  on  the 
familiar  groimd  that  ad  valorem  duties  tempt  to  under- 
valuation and  fraud.  The  criticism  is  not  without 
basis;  and  yet  the  adoption  of  the  ad  valorem  system 
was  almost  inevitable.  It  is  in  no  small  part  the  result 
of  abuses  in  the  previous  adjustment  of  the  specific 
duties.  The  cotton  schedule  had  been  a  highly  intri- 
cate one,  with  duties  varying  according  to  the  coimt 
of  threads  per  square  inch,  the  number  of  yards  to  the 
pound,  the  bleaching,  coloring,  and  staining,  and  finally 
with  a  most  elaborate  fence  system  of  value  points. 
Just  what  the  whole  intricate  array  signified  could  be 
known  only  to  persons  conversant  with  every  detai]  of 
the  industry;  that  is,  chiefly  to  the  manufacturers  • 
themselves.  It  was  more  than  suspected  that  the 
manufacturers,  in  then  suggestions  to  the  friendly 
legislators  of  former  days,  had  manipulated  the  rates 
in  such  manner  as  to  secure  not  only  high  protection, 
but  higher  protection  than  would  have  been  granted  if 
the  significance  of  the  rates  had  been  fully  understood. 
Charges  of  this  sort,  tho  doubtless  exaggerated,  were 
not  without  foundation.  In  the  act  of  1909  itself,  which 
had  professed  to  reduce  duties,  some  changes  had  been 
made,  and  more  had  been  attempted,  for  increasing 
the  intricate  specific  duties  in  a  fashion  not  straight- 
forward.i  In  view  of  this  familiar  situation,  it  was  to 
be  expected  that  the  Democrats  should  cut  loose  once 
for  all  from  the  specific  system,  and  substitute  ad 
valorem  duties,  which  tell  their  tale  on  their  face. 
Moreover,  the  temptation  to  undervaluation  is  not 
likely  to  be  considerable  under  duties  as  moderate  as 

*  See  an  Article  by  8.  M.  Eybiib  in  the  Journal  of  Political  Economy,  for  Decem- 
ber. 1910,  on  "The  Making  of  a  Tariff  law  ;"  and  a  note  by  M.  T.  Copeland  in  this 
Journal,  February,  1910,  p.  422. 
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most  of  those  in  the  new  cotton  schedule.  This 
temptation  becomes  progressively  greater  as  duties 
become  higher,  and  is  least  when  duties  are  low.  Al- 
tho  no  hard  and  fast  rule  can  be  laid  down,  it  is 
probable  that  duties  of  30  per  cent  ad  valorem  can  be 
collected  on  goods  of  a  standard  sort  as  honestly  and 
efficiently  as  elaborate  specific  duties.  The  danger 
point  in  these  matters  seems  to  be  reached  with  duties 
as  high  as  40  per  cent,  certainly  with  duties  as  high  as 
50  per  cent.  It  is  naturally  greatest  for  goods  not  of  a 
standard  character,  whose  current  market  prices  are 
difficult  to  check.  It  happens  that  cottons  precisely  of 
this  kind  had  been  subject  to  ad  valorem  duties  in  the 
tariff  acts  of  former  years.  As  regards  these,  the  diffi- 
culties are  made  less  rather  than  greater,  since  the 
ad  valorem  rate  is  lowered;  while  on  the  goods  formerly 
subject  to  specific  duties,  neither  the  rate  nor  the 
character  of  the  goods  is  such  as  to  make  the  system 
unworkable.^ 

The  duties  on  silks  are  readjusted  on  the  same 
principle  as  those  on  cottons.  Ad  valorem  duties 
are  substituted  throughout  for  specific.  The  general 
rate  on  silk  fabrics  is  made  45  per  cent;  on  velvets 
and  plushes,  it  is  50  per  cent.  In  the  Senate,  amend- 
ments were  inserted  retaining  (tho  with  some  reduc- 
tions) the  previous  system  of  rates  by  the  poimd. 
But  the  House  refused  to  concur  in  these  amendments 
and  the  act  as  finally  passed  swept  away  almost  every 
specific  duty  in  the  silk  schedule. 

In  this  case  also  the  abolition  of  specific  duties  is 
to  be  ascribed  to  a  feeling  of  suspicion  concerning 
their  intent  and  real  effect.      The  highly  complex 

1  Cf.  what  Is  said  below  (p.  26)  on  the  administrative  aeotiona  of  the  act  and  the 
ooUection  of  ad  talorfm  dutiee. 
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system  adopted  in   1897  and  retained  in  1909  had 
been  devised  nominally  by  the  custom  officials,  but 
at  the  least  with  the  advice  and  concurrence  of  the 
manufacturers.      The  plea  which  was  advanced  for 
the  change  from  ad  valorem  to  specific  rates  was  that 
thus,  only  could  undervaluation  and  fraud  be  prevented. 
Beyond    doubt    undervaluation    had    been    common 
and  sometimes  flagrant.     Beyond  doubt,  also,  it  was 
lessened  after  1897;    tho  by  no  means  entirely  pre- 
vented, since  under  the  dragnet  clause  a  consider- 
able part  of  the  imports  still  remained  subject  to  an 
ad  valorem  duty.*     On  the  other  hand,  so  intricate 
was  the  classification,  so  fine  and  minute  were  the 
lines  of  gradation  in  the  specific  duties,  so  trouble- 
some was  it  to  check  inaccurate  and  even  fraudulent 
statements,  so  difficult  to  find  competent  supervisors 
at  the  meager  salaries  offered  by  the  government, 
that  the  working  of  the  new  system  seems  to  have 
proved  in  practice  not  greatly  superior  to  that  of  the 
old.     But  these  administrative  difficulties  were  not 
decisive  in  bringing  about  the  complete  return  to  the 
old  ad  valorem  plan.      It  was  tolerably  certain  that 
the  elaborate  specific  duties  contained  some  "  jokers  "; 
and  any  readjustment  of  them,  calling  of  necessity 
for  advice  from  the  same  persons  that  had  planned 
them  at  the  outset,  was  likely  still  to  retain  jokers. 
The  certain  method  of  getting  rid  of  this  wretched 
adjunct  of  the  tariff  legislation  of  the  past  was  to  main- 
tain ad  valorem  duties  throughout.      These  have  at 
least  the  advantage  of  telling  their  own  tale  plainly. 

The  rates  on  silk  fabrics  are  left  comparatively 
high,  —  on  most  goods,  45  per  cent.     The  reductions 

>  All  silks  on  whieh  the  spedfio  duties  did  not  amoant  to  much  as  45%  or  60% 
(the  rate  varied  on  different  coods)  had  been  left  dutiable  at  these  ad  vaiorem  rates 
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are  by  no  means  so  great  as  those  on  cottons  and 
woolens.  This  remains  true,  even  after  making 
allowance  for  the  circmnstance  that  a  duty  of  45  per 
cent  is  much  more  likely  to  be  shaved  by  undervaluation 
than  is  one  of  30  per  cent;  making  allowance,  too,  for 
the  further  circumstance  that  the  unusual  variety 
in  silk  fabrics  makes  it  difficult  to  check  importers' 
statements  of  market  value  and  impedes  the  detection 
of  undervaluation.  The  silk  manufacturers  got  oflf 
easily.  The  explanation  apparently  is  that  silks  were 
regarded  as  luxuries,  and  therefore  properly  subject 
to  duties  higher  than  on  other  textiles.  It  need  hardly 
be  said  that  if  taxes  on  luxuries  are  to  be  imposed  on. 
strict  revenue  principles,  and  with  the  design  of  reach- 
ing persons  who  can  well  afford  to  pay,  they  should 
be  imposed  upon  the  domestic  article  as  well  as  upon 
the  foreign.  To  fix  a  customs  duty,  for  purposes  of 
revenue,  at  a  point  so  high  as  greatly  to  impede  importa- 
tion, almost  prohibit  it,  is  obviously  stultifying.  There 
is  ground  for  suspecting  that  something  precisely  of 
this  sort  has  been  done  in  the  case  of  the  silk  duties. 
They  remain  prohibitory  on  most  silks.  A  lower 
range  of  rates  would  probably  have  yielded  more 
revenue,  and  would  have  been  more  in  accord  with 
the  competitive  principle. 

The  silk  manufactiu'e,  as  it  happens,  has  reached 
the  stage  where  there  is  good  ground,  on  other  than 
bare  revenue  principles,  for  a  reduction  of  duties. 
It  has  had  for  half  a  century  an  unusually  high  degree 
of  protection.  It  has  grown  with  extraordinary 
rapidity  to  very  great  dimensions.  Its  character  has 
been  entirely  changed.  The  development  has  been 
not  only  quantitative  but  qualitative.  It  may  present 
a  case,  —  I  am  not  convinced  that  it  does,  but  at  least 
the  possibility  is  present,  —  of  successful  protection 
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to  young  industries.  The  duties  have  become  pro- 
hibitory on  most  silk  goods,  as  they  have  on  woolens. 
The  rates  could  have  been  reduced  much  more  without 
disturbance  to  the  bulk  of  the  industry.  The  time 
seems  to  have  come  for  application  of  at  least  some 
approach  to  the  final  test  in  the  young  industry  argu- 
ment,—  an  incisive  reduction  of  duties,  in  order  to 
ascertain  whether  the  industry  leans  less  on  protection 
than  when  first  supported,  and  has  made  progress 
toward  eventual  independence. 

Another  schedule  upon  which  the  reduction  of  duty 
was  less  than  might  have  been  expected  is  that  on 
pottery  and  earthenware.  Here  also  duties  have  been 
left  comparatively  high,  apparently  on  fiscal  grounds. 
The  changes  in  rates  on  the  significant  articles  are 
as  follows:  — 

Aot  of  1900  Ae(  of  1018 

Earthenware     and     crockeiy,     not 

colored  or  ornamented 55%  35% 

Crockeiy,  colored  or  ornamented 60%  40% 

China    and    porcelain    ware,    not 

colored  or  ornamented 55%  50% 

China  and  porcelain  ware,  colored  or 

ornamented 60%  55% 

The  cheaper  grades,  classed  as  earthenware  and 
crockery  (whether  plain  or  ornamented)  are  largely  pro- 
duced in  the  United  States.  The  imports  are  not  incon- 
siderable, yet  the  domestic  manufacturers  in  the  main 
hold  the  field.  The  case  is  the  reverse  with  the  finer 
grades,  —  china  and  porcelain  ware,  —  on  which  it 
will  be  seen  that  high  duties  have  been  retained. 
These  are  chiefly  imported,  and  may  be  fairly  regarded 
as  articles  of  luxury.  The  duties  on  them  are  mainly 
revenue  duties,  and  there  is  no  reason  why  they  should 
not  be  left  as  high  as  they  are.     No  doubt  the  problem 
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of  undervaluation  remains.  It  has  been  the  occasion 
of  no  little  trouble  in  the  past,  and  will  probably 
continue  to  be  in  the  future.  On  earthenware  and 
crockery  proper,  where  the  duties  have  been  left  at 
35  and  40  per  cent,  the  situation  is  different.  These 
are  distinctly  protective  duties,  and  moreover  are  so 
high  on  many  grades  as  to  be  prohibitory.  On  the 
competitive  or  fiscal  principle,  it  would  seem  that, 
like  the  silk  duties,  they  might  have  been  lowered  even 
more  than  has  been  done. 

The  duties  on  iron  and  steel  caused  comparatively 
little  debate,  as  had  been  the  case  in  1909.  It  has 
become  more  obvious  than  ever  that  the  center  of 
interest  in  the  protective  controversy  has  shifted 
from  the  iron  sch^ule  to  others,  especially  to  schedule 
K  (wool  and  woolens).  The  progressive  reduction 
of  duties  which  has  gone  on  since  1890  has  been  carried 
a  stage  further.  Not  only  iron  ore  is  made  free  of 
duty,  but  also  pig  iron,  scrap  iron  (already  made  free  in 
1909),  iron  in  slabs  and  blooms,  Bessemer  steel  ingots, 
and  those  forms  of  crude  iron  which  are  used  for 
admixture  in  the  steel  making  processes,  such  as  spiege- 
leisen  and  farro-manganese.  Barbed  wire  and  gal- 
vanized wire,  such  as  is  used  for  fencing,  also  is  free: 
a  concession  to  the  farmers  which,  under  the  actual 
conditions  of  supply,  is  of  no  real  consequence.  Steel 
rails  are  on  the  free  list.  Moderate  ad  valorem  duties 
are  imposed  on  other  manufactiu*es  of  iron,  rising 
as  the  products  became  further  advanced  beyond 
the  crude  stage.  Bar  iron,  for  example,  is  dutiable  at 
5  per  cent,  steel  bars  at  8  per  cent,  structural  shapes 
at  10  per  cent.  Tin  plate,  that  old  bone  of  contention, 
gets  15  per  cent;  tubes  and  pipes,  20  per  cent.  The 
dragnet  clause,  on  manufactures  of  iron  and  steel 
"  not  otherwise  provided  for,"  imposes  20  per  cent,  — 
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no  small  reduction  from  the  previous  duty  of  45  per 
cent.  Most  of  these  changes  signify  little.  There  may 
be  an  increase  in  the  importation  of  certain  specialties; 
and  some  seaboard  regions,  more  easily  reached  from 
abroad  by  water  than  from  the  centers  of  domestic 
production  by  land,  may  import  sporadic  supplies 
of  crude  iron.  In  the  main,  the  course  of  production 
within  the  country,  the  sources  of  supply,  the  range  of 
prices,  will  not  be  affected.  The  time  has  gone  by 
when  the  protective  system  was  of  real  consequence 
for  the  iron  and  steel  industries.  For  good  or  ill,  it 
has  done  its  work. 

Some  minor  items  may  be  briefly  noted.  Hides, 
made  free  in  the  act  of  1909,  after  so  hot  a  debate, 
of  course  remain  free;  and  now  leather,  and  boots  and 
shoes  as  well,  are  added  to  the  free  list.  Wheat  and 
floiu*,  cattle  and  meats  are  also  free.  In  the  House 
an  endeavor  was  made  to  retain  duties  on  wheat  and 
cattle,  while  abolishing  those  on  flour  and  meats; 
an  attempt  to  relieve  the  consumer  and  yet  keep  a 
show  of  protection  for  the  farmer  which  was  obviously 
stultif}dng.  Good  sense  prevailed  in  the  end,  and  the 
duties  on  all  these  food  products  are  swept  away. 
The  change  is  not  likely  to  be  of  moment  for  some 
time  in  the  future,  —  barring  some  border  trade,  and 
occasional  importations  in  bad  seasons.  It  is  among 
the  possibilities,  no  doubt,  that  eventually  there  may 
be  more  serious  consequences.  Eggs,  milk,  cream 
go  on  the  free  list:  again  articles  in  which  only  a  small 
border  trade  will  be  encoiu-aged.  Coal  and  lumber  also 
go  on  the  free  list  at  last;  the  remnants  of  duties 
retained  in  1909  are  swept  away. 

Books  chiefly  in  foreign  languages  remain  untaxed, 
notwithstanding  an  unintelligent  attempt  to  subject 
them  to  duty.      But  now  ^'  all  text  books  used  in 
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schools  and  educational  institutions "  also  are  put 
on  the  free  list.  Wearing  apparel  and  personal  effects 
of  travellers  ^'  necessary  and  appropriate "  for  use, 
are  free  without  limit  of  value;  and  in  addition  resi- 
dents of  the  United  States  returning  from  abroad 
may  bring  in  $100  worth  of  articles  '^  for  personal  or 
household  use  or  as  souvenirs  or  curios." 

A  general  anti-dumping  section  is  maintained, 
substantially  the  same  as  that  in  the  tariff  act  of  1909. 
The  Secretary  of  the  Treasury  is  authorized  to  impose 
additional  duties  equal  to  the  amount  of  any  grant  or 
bounty  on  exportation  given  by  any  foreign  country. 
The  provisions  for  maximum  and  minimum  duties, 
which  played  so  large  a  part  in  the  debates  on  the  tariff 
of  1909,  are  dropped  entirely. 

The  wide  use  of  ad  valorem  duties  has  called  for  a 
revision  of  the  administrative  sections.  This  part  of 
the  tariff  has  given  occasion  for  constant  patching, 
from  1789  to  the  present.  Even  in  the  acts  of  1890, 
1897,  and  1909,  in  which  ad  valorem  duties  were  replaced 
by  specific  wherever  thought  feasible,  so  many  of  the 
former  remained  that  in  each  successive  measure  the 
provisions  against  fraud  were  made  more  stringent 
or  new  administrative  features  devised.  In  1890, 
the  Board  of  General  Appraisers  was  established, 
having  power  to  decide  definitively  on  questions  of  fact 
which  previously  had  gone  to  the  courts  and  had  clogged 
them.  In  1909,  the  Court  of  Customs  Appeals  was 
established,  with  exclusive  jurisdiction  over  the  strictly 
legal  questions  arising  under  the  customs  acts.  It  is 
smprising,  in  view  of  the  strong  desire  of  the  then 
dominant  party  to  strengthen  the  protective  system, 
that  the  provisions  concerning  declaration,  valuation, 
collectors'  powers,  and  the  like,  should  still  have  left 
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many  loopholes  for  the  dishonest  importer.     Yet  such 
was  the  case;  and  modification  of  the  sections  covering 
these  matters  was  still  necessary  in  1913.     It  is  but  just 
to  note  that  the  Taft  administration  had  given  con- 
sideration to  the  same  problems,  and  had  appointed 
conunittees  of  administrative  officials  to  reconmiend 
improvements.      The  Democratic  Conmiittees,  under 
Mr.  Underwood's  leadership,  also  gave  them  earnest 
attention.     The  pertinent  sections  of  the  tariff  accord- 
ingly are  largely  rewritten.     That  they  are  substan- 
tially improved  is  the  judgment  of  specialists  competent 
on  this  intricate  subject.^      The  penalties  for  fraud  are 
made,  not  indeed  heavier,  but  more  certain;  litigation 
on  contingent  fees  (a  great  abuse)  is  prohibited;  the 
powers  of  collectors  are  strengthened.    A  clause  that 
aroused  strong  opposition  seeks  to  give  opportimity 
for  the  examination  of  the  books  of  importers  and 
foreign  manufactiu^rs  suspected  of  dishonest  practices. 
After  much  discussion,  and  vehement  protest  from 
persons  interested,  the  clause  was  so  framed  as  to  give 
the  Secretary  of  the  Treasury  discretionary  authority 
to  impose  an  additional  duty  of  15  per  cent  in  cases 
where  there  is  refusal  to  submit  books  and  records. 
On  other  matters  also  a  discretionary  power  is  given 
the  Secretary  of  the  Treasury:   a  mode  of  procedure 
much  wiser  than  that  of  rigid  prescription  by  law.   Not 
of  least  interest  to  economists  and  others  having  occasion 
to  study  the  course  of  foreign  trade  are  provisions 
for  the  better  collection  and  arrangement  of  the  statistics 
of  imports.      There  has  been  groimd  for  suspecting 
these  of  serious  inaccuracies. 

On  the  whole,  the  administrative  provisions  are 
well  drawn.      How  far  they  will  succeed  in  making  the 

>  See  the  analysis  of  these  sections  made  elsewhere  in  the  present  issue  (see  p.  81)  by 
Mr.  James  F.  Curtis,  who  was  the  efficient  assistant  secretary  of  the  Treasury  hi  eharte 
of  these  matters  under  the  Taft  administration. 
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new  system  work  satisfactorily  remains  to  be  seen. 
As  has  already  been  said,  no  great  trouble  is  likely  to 
arise  when  the  rates  do  not  exceed  some  such  figure  as 
30  per  cent.  But  when  goods  are  subjected  to  ad 
vcdorem  duties  as  high  as  45,  50,  55,  even  60  per  cent 
(for  example,  silk  piece  goods,  silk  apparel,  china  ware) 
the  temptation  to  evasion  becomes  so  strong  that  all 
the  penalties  in  the  world  will  not  entirely  prevent 
it.  If  specific  duties  are  abandoned  because  deemed 
suspicious  or  impracticable,  the  only  safe  administra- 
tive policy  is  to  keep  the  ad  valorem  rates  moderate. 

It  has  been  pointed  out  time  and  again,  in  the  pre- 
ceding pages,  that  many  reductions  of  duty  made  in  this 
act  of  1913  are  likely  to  be  without  real  effect.  They 
serve  to  lower  duties  that  have  been  prohibitory  or 
abolish  duties  that  have  been  nominal.  Much  the 
larger  part  of  the  changes  are  probably  of  this  sort. 
Can  it  be  said  that  they  are  worth  while  ? 

Beyond  question,  the  consequences  in  industry  and 
in  prices  that  will  ensue  have  been  immensely  exag- 
gerated by  both  sides.  Such  exaggeration  is  the 
inevitable  result  of  the  tariff's  having  become  an  issue 
in  elections.  And  apparently  the  tariff  question 
cannot  be  other  than  one  of  party  politics.  It  is 
enveloped  in  partisan  controversy  quite  as  much  in 
England,  Germany,  France;  and  in  these  coimtries  also 
the  economic  effects  of  protection  are  constantly 
over-stated.  In  our  own  country,  the  main  channels 
of  industry  and  trade  have  not  been  seriously  deflected 
by  the  tariff  system.  The  great  bulk  of  our  occupa- 
tions would  be  conducted  in  the  same  way  even  under 
complete  free  trade.  Such  modifications  as  are  now 
made  in  the  tariff  will  call  for  readjustment  in  only 
a  small  fraction  of  the  whole  field  of  industry.     And 
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by  the  same  token,  they  will  lower  prices  compara- 
tively little.  The  expectation  that  the  cost  of  living 
will  be  substantially  lowered  is  doomed  to  disappoint- 
ment. 

None  the  less,  it  is  worth  while  to  make  the  changes; 
not  only  those  of  real  consequence,  but  those  of  merely 
nominal  effect.  It  is  worth  while,  if  for  no  other 
reason,  because  it  may  fairly  be  expected  to  put  an 
end  to  the  superstition  that  all  prosperity  is  dependent 
on  the  maintenance  of  a  rigid  protective  tariff.  This 
superstition  was  indeed  somewhat  shattered  by  the 
crisis  of  1907,  and  the  period  of  depression  that  fol- 
lowed. But  it  has  been  so  dinned  into  the  pubUc 
ear,  —  there  have  been  such  vociferous  predictions  of 
general  disaster,  of  collapse  for  all  manufacturing 
enterprises,  of  destruction  to  the  American  standard 
of  living,  —  that  it  is  well  to  prove  the  industrial  organ- 
ism quite  able  to  siu^ve  this  general  pruning.  A  more 
sober  consideration  of  the  tariff  question  may  be  ex- 
pected to  follow  a  proof  its  comparative  unimportance, 
and  then  a  greater  attention  to  the  social  questions 
which  constitute,  after  all,  the  inexorable  problems  of 
the  century. 

And  yet,  it  may  conceivably  turn  out  that  the  old 
superstition  will  be  strengthened,  not  put  an  end  to, 
by  the  course  of  events  under  the  tariff  of  1913.  An 
immense  deal  will  depend  on  the  accident  of  good  or 
bad  times  during  the  years  of  President  Wilson's  admin- 
istration. I  say  accident,  meaning  that  in  this  regard 
the  tariff  itself  will  be  of  but  little  influence.  The 
turn  toward  prosperity  or  the  reverse,  —  as  the  case 
may  be,  —  will  depend  on  factors  quite  different. 
Tho  we  are  much  in  the  dark  concerning  the  causes 
of  the  periodic  alternations  of  activity  with  depression, 
every  competent  observer  will  agree  that  among  these 
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causes  tariff  legislation  is  the  least  important.  But 
the  average  person  reasons,  or  rather  feels,  differently. 
If  we  have  bad  times  for  the  next  three  or  four  years, 
he  will  hold  the  low  duties  responsible;  if  we  have  good 
times,  he  will  give  the  low  duties  the  credit.  As  is 
proved  by  the  experience  of  1846-57,  and  again  by 
that  of  1897-1907,  a  period  of  general  prosperity  leads 
to  an  acceptance  of  the  existing  tariff  as  satisfactory, 
whether  it  be  one  with  a  low  range  of  rates  or  a  high 
one.     So  it  will  doubtless  be  with  the  tariff  of  1913. 

Hence  those  who  believe  that  our  protective  system 
has  been  partly  misdirected,  partly  outgrown,  —  the 
cause  in  some  degree  of  unhealthy  industrial  develop- 
ment, but  in  even  greater  degree  of  political  jobbery 
and  exasperating  fallacies,  —  will  pray  for  good  times 
in  the  inunediate  future.  The  junctiu*e  would  seem 
not  imfavorable.  The  country  is  not,  as  it  was  in 
1894,  in  the  initial  stages  of  a  period  of  depression. 
It  would  seem  to  be  rather  in  the  middle  of  the  usual 
cycle,  and  ready  for  an  upward  swing.  But  he  would 
be  rash  who  counted  too  confidently  on  the  repetition 
of  the  precise  sort  of  oscillation  which  has  appeared 
in  previous  industrial  cycles,  or  ventured  to  predict 
that  this  year  or  the  next  would  usher  in  a  stage  of 
activity  and  prosperity.  The  event  must  be  awaited; 
and  the  tariff  of  1913  must  take  its  chances  of  being 
held  responsible  for  an  outcome  on  which,  after  all, 
it  can  have  little  influence. 

F.  W.  Taussig. 

Habyabd  Univbbsitt. 
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THE  ADMINISTRATIVE  PROVISIONS  OF  THE 
REVENUE  ACT  OF  1913  ^ 

SUMMARY 

The  great  use  of  ad  valorem  duties  in  the  act,  31.  —  Action  of  House 
and  Senate,  33.  —  Consigned  and  assembled  shipments,  33.  — 
Forms  of  declaration  at  Secretary's  discretion,  34.  —  Better  statistical 
returns,  34.  —  Penalties  strengthened,  35.  —  Some  hardship  for 
importers  obviated,  36.  —  Ascertainment  of  foreign  value,  38. — 
Protest  fees  required;  contingent  attorney  fees  prohibited,  38. — 
Character  of  hearings  before  General  Appraisers,  40.  —  Fictitious 
oases  by  domestic  manufacturers  prevented,  41.  —  Penalties,  42. — 
Burden  of  proof  in  suits  for  value,  43.  —  Provisions  on  examination 
of  books  of  foreigners  and  importers,  44.  —  Conclusion,  45. 

One  of  the  most  striking  features  of  the  new  tariff 
is  the  wholesale  adoption  of  the  ad  valorem  method 
of  assessing  duties.  Much  may  be  said  upon  each  side 
of  the  question  of  the  rival  merits  of  the  ad  valorem 
and  the  specific  bases  for  levying  duties;  and  Secre- 
taries of  the  Treasury  have  differed  fundamentally 
upon  this  question.  But  there  can  be  little  discussion 
upon  the  relative  difficulties  of  administration  of  the 
two,  or  upon  the  ease  with  which  frauds  may  be  prac- 
tised upon  the  revenue.  The  ad  valorem  method 
throws  far  greater  difficulties  in  the  path  of  the  Treasury 
Department,  both  at  the  custom  houses  and  abroad, 
and  also  immeasurably  increases  the  opportunities, 
temptations,  and  facilities  for  fraud  upon  the  part  of 
the  importer.    As  was  aptly  said  by  one  of  the  ambassa- 

>  The  rarrenae  Mi  of  1918  is  entitled  "  An  Act  to  reduce  tariff  duties  and  to  provide 
rereniie  for  the  government,  and  for  other  purpoeee.'*  Section  I  fixes  the  tariff  duties. 
Seetlott  II  levies  the  income  tax.  Section  m,  the  one  here  under  consideration,  settles 
the  administrative  details  of  the  tariff.  Its  paragraphs  are  listed  under  capital  letters, 
A,  B,  C,  D,  and  so  on.  Section  IV  oontajns  miscellaneous  provisions,  —  on  trade 
agreements  (quite  innocuous);  modifications  affecting  Cuba,  the  Phfiippines,  and 
Porto  Bico;  drawback  arrangements;    and  so  on,  in  conridsrable  number. 
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dors  at  Washington  from  a  foreign  country  where  the 
specific  method  has  been  adopted;  "We  think  om- 
collectors  can  tell  a  pair  of  shoes  from  a  grand  piano  veiy 
readily" :  and  he  might  have  added,  "  and  from  a  gallon 
of  whiskey,  or  a  ton  of  coal,  or  a  yard  of  cloth,  and  can 
count,  gage,  weigh,  or  measin^e  them  with  ease  and 
exactness."  On  the  other  hand,  it  is  no  simple  matter 
for  an  appraiser  in  Cleveland,  let  us  say,  to  ascertain 
with  entire  accuracy  the  exact  value  of  a  bale  of  wool  in 
Afghanistan  upon  a  day  months  past  (the  day  of  ship- 
ment) ;  which  is  the  job  that  is  required  of  him  under 
the  ad  valorem  system.  And  this  job,  the  Underwood 
Act  has  increased  to  a  somewhat  terrifying  extent.  For 
example,  Schedule  A,  comprising  chemicals,  oils  and 
paints,  included  eighty-three  paragraphs  in  the  tariff  of 
1909,  of  which  fifty-eight  were  specific,  eleven  ad  vaioremy 
and  fourteen  both  specific  and  ad  valorem.  The  same 
Schedule  in  the  act  of  1913  includes  seventy-one 
paragraphs,  of  which  only  twenty-two  are  specific, 
thirty-two  being  ad  valorem  and  sixteen  being  both 
specific  and  ad  valorem.  And  this  illustration  is  typical 
of  the  whole  measure. 

Now  it  early  became  obvious  to  Mr.  Underwood  and 
his  associates  that  the  proper  protection  and  collection 
of  the  revenues  upon  the  ad  valorem  basis  would  require 
a  clothing  of  the  collecting  force  with  all  the  powers 
necessary  to  prevent  and  pimish  frauds  in  undervalua- 
tion. As  a  natural  consequence  the  administrative 
sections,  which  foimd  their  origin  in  the  Customs 
Administrative  Act  of  1890,  amended  in  some  partic- 
ulars by  the  Dingley  act  of  1897,  and  the  Pajme  act 
of  1909,  were  gone  over  with  the  utmost  care  in  order 
that  the  weak  places  might  be  strengthened  and  the 
powers  of  the  government  to  get  at  the  truth  in  matters 
of   valuation   might   be   made   clear   and   summary. 
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Altho  the  Sub-Committee  of  the  Senate,  mfiuenced 
to  a  large  extent  by  a  committee  purporting  to  repre- 
sent the  sentiments  of  the  Merchants  Association  of 
New  York,  apparently  became  imbued  with  the  idea 
that  a  ''  conspiracy  "  existed  to  defeat  the  object  of 
the  lowered  duties  by  harsh  administrative  provisions, 
and  eliminated  a  larger  number  of  the  reforms  found 
therein,  a  substantial  number  have  been  restored  by 
the  conferees  and  now  appear  in  the  law. 

The  first  of  these  changes  is  found  in  paragraphs  C 
and  D  of  Section  III.  Tliis  amendment  requires  that 
there  shall  be  included  within  the  general  description 
of  ^'purchased''  merchandise,  all  articles  concerning 
which  '^  agreements  for  purchase''  have  been  made, 
altho  title  has  not  actually  passed.  The  purpose  of 
this  change  undoubtedly  was  and  its  effect  will  be, 
to  prevent  the  importation,  upon  a  '^ consigned"  form 
of  invoice,  of  merchandise  which  has  actually  been  made 
the  subject  of  a  bargain  and  sale.  Thus  the  appraising 
officer  will  have  the  benefit  of  an  intimate  knowledge 
of  the  real  transaction  concerning  the  goods  imported, 
a  knowledge  which  in  many  instances  he  had  been 
prevented  from  obtaining  under  the  old  law. 

Paragraph  D  also  contains  an  amendment  requiring 
the  consulating  of  an  invoice  in  the  consular  district 
where  the  merchandise  is  assembled  for  shipment,  in 
cases  where  purchases  are  made  in  more  than  one 
district.  This  will  obviously  tend  to  avoid  the  present 
uncertainties  as  to  the  correct  procedure  in  such  cases 
and  will  benefit  both  the  shipper  and  the  government. 
It  may  be  noted  at  this  point  that  a  later  paragraph 
(X)  amplifies  the  provision  on  assembled  merchandise, 
by  requiring  that  such  invoices  shall  have  attached 
thereto   the   original   bills,   invoices,    or   statements, 
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showing  the  prices  or  expenses  of  each  purchase  or 
consignment.  This  will  add  materially  to  the  labor 
required  of  the  shipper  of  assembled  merchandise,  but 
it  will  only  give  the  appraisers  the  amount  of  inf onna- 
tion  to  which  they  have  always  been  entitled,  but 
which  they  have  been  unable  to  get  in  many  instances. 

The  next  important  change  is  f  oimd  in  paragraph  F, 
which  abolishes  the  four  rigid  statutory  forms  for 
declarations  which  have  heretofore  been  mandatory. 
In  their  stead  is  a  provision  that  the  declaration  accom- 
panying the  entry  shall  be  upon  a  form  "  to  be  pre- 
scribed by  the  Secretary  of  the  Treasury  according 
to  the  nature  of  the  case."  This  amendment  will  give 
flexibility  to  the  requirements  for  declarations  and  will 
permit  the  Secretary  to  provide  proper  forms  to  cover 
the  constantly  changing  conditions  of  business,  and 
will  require  the  importer  to  make  a  declaration  true 
both  in  letter  and  spirit,  —  a  requirement  that  is  today 
not  alwajrs  possible  of  fulfilment. 

There  is  added  to  the  paragraph  also  an  authorization 
to  the  Secretaries  of  the  Treasury  and  Commerce  to 
establish  lists  of  imported  articles  for  statistical  pur- 
poses, which  must  be  used  in  making  out  the  declara- 
tions upon  entry;  and  it  is  made  the  duty  of  the  consular 
officers  to  require  such  statistical  information  to  be 
furnished  at  the  time  of  consultation  of  the  invoice. 
This  reform  is  undoubtedly  the  result  of  the  efforts  of  a 
joint  committee  of  the  Departments  of  the  Treasiuy 
and  of  Commerce  and  Labor  which  had  been  at  work 
for  more  than  a  year  during  the  last  administration 
upon  the  problem  of  improving  oiu-  statistical  returns 
of  imports  and  exports.  While  it  will  require  some 
additional  clerical  labor  on  the  part  of  the  foreign 
shippers  and  our  own  importers,  it  will  be  of  consider- 
able value  in  augmenting  the  acciu'acy  of  our  statistics, 
hitherto  woefully  lacking  in  that  regard. 
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Paragraphs  G  and  H,  which  provide  the  penalties, 
criminal  and  civil,  for  fraudulent  entries,  replace 
subsections  6  and  9  of  Section  28  of  the  Payne  act. 
Each  paragraph  has  been  strengthened  in  order  to 
bring  within  its  terms  various  fraudulent  acts  of 
importers  which  have  heretofore  escaped  without 
penalty,  owing  to  loopholes  or  weaknesses  in  the  exist- 
ing laws.  The  changes  are  aimed  principally  at  the 
practice,  so  common  hitherto,  of  having  the  entry  and 
the  declaration  made  by  an  office  boy  or  an  agent  or 
broker,  acting  for  the  importer,  from  whom  all  knowl- 
edge concerning  the  facts  of  the  transaction  is  carefully 
kept.  Under  the  old  law  it  was  practically  impossible 
for  the  government  to  fix  the  Uability  for  frauds  thus 
accomplished;  now  the  person  who  makes  the  entry 
and  every  person  who  aids  or  procures  its  making  will 
be  held  strictly  accoimtable  for  the  truth  of  the  facts 
therein  recited.  In  other  words,  the  new  law  has  real 
teeth,  to  take  the  place  of  sham  ones  that  had  been 
filed  away  by  court  decisions.  Importers  and  their 
agents  would  do  well  to  study  the  provisions  of  these 
paragraphs  before  making  entry,  for  while  they  do  not 
require  anything  more  than  the  exact  truth,  they  do 
require  this,  without  equivocation.  Incidentally  there  is 
an  added  proviso  which  will  prevent  what  are  called 
"  general  order  "  goods  from  retaining  the  immunity 
from  forfeitiD-e  which  they  now  apparently  enjoy. 
That  is,  merchandise  which  has  been  shipped  from 
abroad  accompanied  by  a  false  invoice,  but  of  which  no 
entry  has  been  made  at  the  port  of  arrival,  will  be  held 
to  be  the  subject  of  an  attempt  to  enter  by  fraud,  and 
consequently  liable  to  the  ordinary  f orfeitin^e  provisions. 
Under  the  old  law  (imless  a  case  now  on  appeal  in  the 
Supreme  Court  should  be  reversed)  an  importer  whose 
fraud  was  discovered  prior  to  the  arrival  of  the  goods. 
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could  escape  all  consequences  by  merely  letting  them 
go,  without  formal  entry,  to  the  ''  general  order '' 
warehouse. 

Two  changes  are  made  in  Paragraph  I.  The  first  is 
of  no  real  importance,  —  an  insertion  to  the  effect  that 
an  importer  may  make  an  addition  or  deduction  to  or 
from  the  invoice  value  of  his  merchandise  at  the  time  of 
making  entry  ''  but  not  after  either  the  invoice  or  the 
merchandise  has  come  under  the  observation  of  the 
appraiser/'  The  change  in  language  from  the  act  of 
1909  is  slight,  and  in  practical  administration  will  be 
nil,  as  a  practice  had  grown  up  under  the  rulings  of  the 
Treasury  Department  by  which  the  language  of  the 
Payne  law  was  construed  to  mean  exactly  what  is  now 
inserted  in  the  Underwood  bill.  A  very  substantial 
amendment,  however,  made  in  conference,  provides 
that  an  importer  may,  by  direction  of  the  Secretary 
of  the  Treasury,  have  his  duty  assessed  upon  an  amount 
less  than  the  entered  value,  provided  that  the  importer 
certifies  at  the  time  of  entry  that  the  entered  value  is 
higher  than  the  foreign  market  value,  and  that  the  goods 
are  so  entered  in  order  to  meet  advances  by  the  appraiser 
in  similar  cases  then  pending  upon  an  appeal  for  re-ap- 
praisement, and  provided  further  that  the  importer's 
contention  shall  be  sustained  by  final  decision  upon 
such  re-appraisement,  and  it  shall  appear  that  his  action 
was  taken  in  good  faith  after  due  diligence  and  inquiry 
upon  his  part.  The  Secretary  is  also  required  to 
accompany  his  directions  with  a  statement  of  his 
conclusions  and  his  reasons  therefor. 

Undoubtedly  this  provision  will  prevent  the  hardship 
under  which  a  few  importers  were  placed  by  the  pro- 
visions of  the  Payne  law  in  cases  where  they  have  had 
an  honest  disagreement  with  the  appraiser's  officers 
as  to  the  true  value  of  the  imported  merchandise. 
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Under  the  Payne  law  (which  is  copied  exactly  in  this 
section  of  the  Underwood  bill,  with  the  above  proviso 
added)  if  an  entry  is  made  at  too  low  a  valuation,  and  is 
raised  by  the  appraiser  and  sustained  by  the  general 
appraisers  upon  appeal,  the  importer  must  not  only 
pay  the  increased  duty  to  be  assessed  upon  the  higher 
valuation  but  also  an  additional  duty  of  1  per  cent  for 
every  1  per  cent  of  undervaluation,  not  exceeding 
75  per  cent  in  all.  This  general  provision  was  and  is 
necessary  for  the  adequate  protection  of  the  revenues 
against  under-valuations.  On  the  other  hand,  there  is 
a  further  provision  that  duty  in  no  case  shall  be  assessed 
upon  a  value  less  than  the  entered  value.  The  result 
of  the  two  is  that  while  the  case  is  on  appeal  before  the 
Board  of  General  Appraisers  the  importer  who  brings 
in  more  merchandise  of  the  same  character  is  literally 
between  the  devil  and  the  deep  sea.  If  he  enters  his 
merchandise  at  the  lower  value  which  he  claims  is 
correct,  and  his  contention  is  finally  held  invalid,  all 
his  entries  are  liable  to  both  the  increased  and  the 
additional  duties  described  above.  On  the  other 
hand,  if  he  makes  an  entry  at  the  valuation  claimed  by 
the  appraisers,  and  their  contention  is  finally  held  in- 
valid, he  can  get  no  rebate  but  must  pay  with  respect 
to  all  the  entries  upon  a  value  not  less  than  the  entered 
value.  In  attempting  to  relieve  the  harshness  of  this 
situation  Congress  has  thrown  upon  the  Secretary  of 
the  Treasury  a  responsibility  which  in  a  modified  form 
has  been  tried  before  and  abandoned,  and  which  will 
very  likely  lead  to  many  charges  of  favoritism  and 
undue  influence.  It  will  tend  to  encourage  every 
importer  to  place  a  low  valuation  upon  his  merchandise, 
contest  by  appeal  all  such  increases  as  may  be  made  by 
the  local  appraisers,  file  the  required  certificate  of  good 
faith  and  due  diligence,  and  hmry  to  the  Secretary  of 
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the  Treasury  with  a  request  that  all  his  merchandise 
be  allowed  entry  at  the  lower  rate.  Should  that  rate 
in  the  test  case  be  sustained,  the  Secretary,  or  rather 
the  Assistant  Secretary  in  charge  of  the  customs  (for 
upon  his  shoulders  will  fall  the  burden  of  this  Section) 
will  then  have  to  decide  as  to  the  good  faith  and  general 
merits  of  the  claims  put  forward  by  a  number  of  impor- 
ters, altho  he  is  without  adequate  machinery  or  time  to 
hold  hearings  under  oath  in  this  regard.  The  amend- 
ment undoubtedly  will  cure  the  evil  that  sometimes 
but  not  very  frequently  occurs.  Whether  or  not  it 
will  plunge  the  Treasury  Department  into  worse  evils 
is  a  question  which  cannot  be  answered  without  an 
actual  experience  of  its  administration. 

The  next  change  appears  in  paragraph  L,  which  is  the 
paragraph  authorizing  appraisers  in  cases  where  mer- 
chandise is  not  actually  sold  or  freely  offered  for  sale 
in  the  open  market  of  the  coimtry  of  exportation  to 
ascertain  the  foreign  market  value  by  deducting  from 
the  actual  selling  price  in  the  United  States,  the  esti- 
mated duties,  cost  of  transportation,  insurance,  and 
other  necessary  expenses,  a  commission  not  exceeding 
6  per  cent,  and  profits  not  to  exceed  8  per  cent,  and  a 
reasonable  allowance  for  general  expenses  not  to  exceed 
8  per  cent.  The  Payne  law  allowed  a  maximum  of 
8  per  cent  for  both  profits  and  general  expenses.  The 
Underwood  bill  is  more  liberal  to  the  importer  in  this 
regard  and  allows  a  maximmn  of  8  per  cent  for  each. 

Paragraphs  M  and  N,  relating  to  the  duties  of  the 
appraiser  and  the  general  appraisers  in  re-appraisement 
cases,  have  been  altered  in  a  number  of  particulars. 
An  important  change  is  that  requiring  a  fee  of  one  dollar 
for  carrying  an  appeal  for  re-appraisement  to  the  Board 
of  General  Appraisers.  The  House  Bill  had  provided 
that  this  fee  should  be  payable  ''  with  respect  to  each 
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appraisement  objected  to."  This  was  stricken  out  by 
the  Senate  and  in  conference  a  compromise  was  reached 
to  the  effect  that  the  fee  should  be  "  for  each  entry." 
While  this  is  an  improvement  upon  the  old  law,  under 
which  importers  might  appeal  for  re-appraisement  to 
their  heart's  content  without  cost  to  themselves,  it  is 
not  so  effective  as  the  House  proposal,  in  view  of  the 
fact  that  some  invoices  and  entries  cover  hundreds  of 
sheets  of  paper  and  include  thousands  of  items,  all  of 
which  may  have  different  values  and  classifications. 
The  same  criticism  may  be  made  of  paragraph  N,  where 
the  House  provision  limiting  each  protest  to  a  single 
article  or  class  of  articles  and  to  a  single  entry  or  pay- 
ment was  stricken  out  by  the  Senate.  It  is  not  reason- 
able that  an  importer  who  makes  an  entry  of  one 
article  of  merchandise  should  be  called  upon  to  pay 
the  same  fee  for  appealing  for  re-appraisement  or 
re-classification  as  an  importer  who  appeals  with 
respect  to  several  himdred  articles  of  merchandise 
which  happen  to  be  included  in  one  invoice  and  entry. 
The  requirement  of  a  protest  fee  is  a  reform  urged 
for  years  by  the  Treasury  Department  during  all  the 
recent  administrations;  it  was  recommended  by  the 
Denison  Committee  and  also  by  the  Appraisement 
Commission  appointed  by  Secretary  MacVeagh;  and 
it  was  also  recommended  by  most  of  the  members  of  the 
Board  of  General  Appraisers.  The  experts  in  the 
customs  service  confidently  expect  that  the  enormous 
mass  of  customs  litigation  will  be  more  than  cut  in  half, 
and  that  the  dockets  of  the  Board  of  General  Appraisers, 
heretofore  clogged  with  over  one  hundred  thousand 
protests  per  year,  will  now  be  filled  with  only  bona  fide 
cases  brought  to  test  some  real  issue  between  the 
importer  and  the  government. 
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A  second  new  provision  bitterly  opposed  by  customs 
attorneys  and  brokers  is  that  ''  no  agreement  for  a 
contingent  fee  in  respect  to  recovery  or  refund  under 
protest  shall  be  lawful,"  and  "  compliance  with  this  pro- 
vision shall  be  a  condition  precedent  to  the  validity  of 
the  protest  and  to  any  refund  thereunder,"  and  further 
that  "a  violation  of  the  provision  shall  be  punish- 
able by  a  fine  not  exceeding  $500,  or  imprisonment 
of  not  more  than  one  year,  or  both."     This  change  "waa 
also  urged  by  the  Denison  Committee,  and  was  sub- 
mitted to  the  Finance  Committee  of  the  Senate  by 
Assistant  Attorney  Denison  and  by  the  present  writer, 
with  the  approval  of  Secretary  McAdoo.     It  is  aimed 
at  a  grave  abuse,  amoimting  m  the  opinion  of  many 
to  a  scandal,  caused  by  the  general  practice  prevalent 
today  of  customs  attorneys  and  brokers  taking  cases 
for  importers  upon  a  50  per  cent  contingent  fee  basis. 
The  practice  has  led  not  only  to  the  fomenting  of  litiga- 
tion, but  also  (since  the  longer  the  litigation  is  dragged 
out,  the  better  it  is  for  the  lawyer,  but  worse  for  the 
importer)  to  a  situation  in  which  the  interests  of  the 
attorney  and  his  client  were  diametrically  opposed  in 
the  matter  of  pressing  the  case  to  a  final  conclusion. 

Paragraph  M  has  been  further  amended  so  as  to 
eliminate  closed  hearings  before  the  Board  of  General 
Appraisers.  At  all  such  hearings  the  parties  or  their 
attorneys  shall  have  opportunity  to  introduce  evidence 
and  to  hear  and  cross-examine  the  witnesses  for  the 
other  parties,  and  to  inspect  all  samples  and  all  docu- 
mentary evidence  oflfer^.  This  provision  by  itself 
would  indicate  that  the  procedure  to  be  adopted  by 
the  Board  of  General  Appraisers  would  be  approxi- 
mately that  of  a  Court  or  Judicial  Tribunal;  but  it  is 
also  provided  that  evidence  of  persons  whose  attendance 
cannot  be  procured  may  be  admitted  in  the  discretion 
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of  the  Board  and  that  the  Board  is  authorized  to  exer- 
cise both  judicial  and  inquisitorial  functions.  The 
provisions  of  the  bill  as  it  passed  the  House  indicated 
clearly  that  the  Board  was  expected  to  be  an  appellate 
tribunal  for  appraisements,  exercising  independent  and 
inquisitorial  means  of  its  own  for  ascertaining  values. 
The  House  had  adopted  the  theory,  which  has  been 
heretofore  followed,  and  which  was  urged  in  the  report 
of  the  President's  Conunittee  (composed  of  Messrs. 
Denison,  Loeb  and  Frankfurter)  to  investigate  the 
Board  of  General  Appraisers,  that  any  appellate  tri- 
bunal on  appraisement  matters  should  add  to  the  stock 
of  knowledge  and  evidential  facts  concerning  values. 
The  paragraph  as  it  came  from  the  Senate  indicated  an 
intention  to  turn  the  Board  into  a  judicial  body.  The 
result  reached  in  conference  is  obviously  a  compromise. 
The  Board  is  clothed  with  some  powers  like  those  of  a 
court,  but  is  still  authorized  to  exercise  inquisitorial 
functions  like  a  local  appraiser  or  other  administrative 
officer.  The  net  result  will  probably  be  that  the  hear- 
ings before  the  Board  will  be  conducted  in  the  future 
much  as  they  have  been  in  the  past. 

Another  amendment  (in  paragraph  N)  is  aimed  to 
overcome  the  decisions  of  the  Court  of  Customs  Appeals 
in  the  Schwartz  case,  in  which  it  was  held  that  a 
domestic  manufacturer  who  desired  more  protection 
for  his  product  than  the  government  was  assessing, 
might  import  similar  articles  and  protest  because  the 
rate  or  amount  of  duty  assessed  upon  his  merchandise 
was  too  low.  The  effect  of  this  decision  was  to  encour- 
age fictitious  litigation,  which  will  be  prevented  by  the 
new  language  authorizing  the  filing  of  a  protest  if  the 
importer  is  dissatisfied  with  a  decision  '^  imposing  a 
higher  rate  of  duty  or  a  greater  charge  than  he  should 
claim  to  be  legally  payable." 
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Importers  should  not  feel,  however,  that  the  whole 
of  these  paragraphs  has  been  turned  against  them,  for 
there  is  one  provision  more  favorable  than  the  similar 
one  in  the  old  law,  that  relating  to  the  time  within  which 
a  protest  must  be  filed.  This  period  has  been  extended 
from  fifteen  days  to  thirty  days  after  the  final  liquida- 
tion of  the  entry:  and  it  should  be  noted  that  the 
"  iniquitous  "  protest  fee  need  not  be  paid  for  thirty 
days  more,  —  a  total  of  sixty  days  within  which  the 
importer  may  decide  whether  he  desires  to  litigate 
with  the  Government  or  not.  This  period  should  easily 
sufiSice  for  all  bona  fide  cases. 

Paragraph  O  has  been  amended  to  meet  a  court 
decision  to  the  effect  that  collectors  and  appraisers 
were  not  entitled  to  examine  importers  and  other  per- 
sons regarding  merchandise  not  directly  before  them 
for  consideration  and  action.  The  new  law  provides 
that  the  officers  may  make  such  inquiries  respecting 
goods  "  then  imder  consideration  or  previously  im- 
ported within  one  year."  This  change  is  clearly  in 
line  with  the  policy  of  strengthening  the  powers  of  the 
government  wherever  experience  has  shown  such 
action  to  be  necessary.  There  is  also  a  slight  amend- 
ment to  make  certain  that  the  testimony  of  persons 
taken  by  the  collector  or  appraiser  in  advance  of  the 
formal  hearing  shall  be  given  consideration  in  subse- 
quent proceedings.  While  this  was  probably  the  intent 
of  the  old  law,  the  language  was  not  entirely  free  from 
ambiguity.  The  provision  is  especially  useful  in 
obtaining  the  evidence  of  masters  and  crews  of  vessels 
or  other  persons,  whose  later  attendance  at  any  given 
place  in  this  country  is  difficult  to  obtain. 

The  next  paragraph  (P)  specifies  the  penalties  for  a 
refusal  to  attend  when  siunmoned,  or  to  answer  the 
authorized  interrogatories. 
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The  changes  here  are  two.  The  first  substitutes  a 
fine  upon  the  recalcitrant  witness  varying  from  $20  to 
$500,  for  the  former  flat  amount  of  $100.  The  second, 
more  important,  provides  for  the  recovery  by  the  govern- 
ment of  the  value  of  the  merchandise  in  question  from 
the  witness  if  he  is  the  owner,  importer  or  consignee. 
The  old  law  had  provided  only  for  forfeiture  in  such 
cases,  and  had  not  authorized  a  suit  for  value  in  in- 
stances where  the  merchandise  might  escape  forfeiture 
by  having  actually  entered  into  consumption. 

Slight  alterations  in  language  appear  in  paragraph  Q, 
making  clear  the  intent  of  Congress  that  the  Secretary 
of  the  Treasury  and  the  Board  of  General  Appraisers 
are  to  have  joint  control  over  the  publication  of  the 
decisions  of  the  Board,  either  in  full  or  by  means  of 
abstracts.  A  more  significant  change,  however,  is 
found  in  a  new  phrase  requiring  the  Board  to  insert 
in  its  decisions  *'  a  statement  of  facts  upon  which  the 
decision  is  based."  This  amendment  will  not  affect 
classification  cases  at  all,  as  the  present  practice  of  the 
Board  is  to  include  such  a  statement;  but  it  will  make  a 
vital  change  (and  greatly  for  the  better  in  the  opinion 
of  the  writer)  in  all  re-appraisement  cases.  Heretofore, 
the  General  Appraisers,  in  reporting  such  cases,  have 
not  stated  the  facts  which  led  to  their  decisions.  In 
consequence  the  decisions  were  almost  never  of  benefit 
in  assisting  either  the  local  appraisers  or  the  importers 
in  arriving  at  correct  values  for  later  importations  of 
similar  merchandise. 

Another  amendment,  somewhat  similar  to  that  found 
in  paragraph  P,  appears  in  paragraph  T,  whereby  the 
burden  of  proof  is  thrown  upon  the  defendant  in  suits 
for  value,  just  as  the  burden  is  already  upon  him  in 
forfeiture  cases.  The  only  difference  between  the  two 
types  of  proceedings  is  that  in  one  the  merchandise  is 
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actually  seized,  whereas  in  the  other  it  has  escaped 
seizure  by  having  entered  into  consumption.  As 
recovery  by  the  government  in  each  cla^  of  case  is 
predicated  upon  fraud,  it  seems  entirely  proper  that 
the  defendant  who  has  been  astute  enough  to  get  his 
goods  away  from  the  clutches  of  the  Customs  officers 
should  not  thereby  be  placed  in  any  better  position  than 
a  brother  importer  who  has  not  had  that  good  fortime. 

Paragraph  U  is  one  of  the  new  provisions,  originating 
in  the  House  bill,  that  caused  much  adverse  conmient 
both  in  this  country  and  abroad.  In  its  original  form 
it  authorized  the  Secretary  of  the  Treasury  to  exclude 
from  entry  merchandise  sold  or  shipped  by  foreigners 
who  declined  to  submit  their  books  pertaining  to  values 
or  classifications  to  a  duly  accredited  officer  of  this 
country.  The  Senate  struck  out  the  paragraph  (which 
was  wholly  new)  in  its  entirety.  In  conference  a 
substitute  was  adopted  authorizing  the  Secretary  to 
levy  an  additional  duty  of  15  per  cent  upon  all  such 
merchandise,  with  a  proviso,  however,  that  such  addi- 
tional duties  shall  not  be  imposed  upon  merchandise 
from  foreign  countries  where  there  exists  legal  machin- 
ery for  pimishing  false  swearing  upon  invoices  or 
statements  of  costs  in  connection  with  the  consular 
certification  thereof.  As  thus  enacted  the  paragraph 
gives  the  Secretary  a  power  (altho  not  a  very  extensive 
one)  which  he  will  certainly  need  if  the  ad  valorem 
system  is  not  to  break  down  of  its  own  weight.  It 
will  also  tend  to  hasten  the  day  when  adequate  penal- 
ties for  perjury  committed  abroad  with  reference  to 
exported  merchandise  can  be  infficted  upon  the  guilty 
parties.  At  the  present  time  there  are  very  few  coun- 
tries where  such  is  the  case  (possibly  one  or  two  in  all). 

Paragraph  V,  as  framed  in  the  House,  provided  for 
the  same  penalty  of  exclusion  for  the  merchandise  of 
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importers  in  this  country  who  refused  to  open  their 
books.  This  also  was  stricken  out  by  the  Senate,  and 
finally  modified  in  conference  to  a  penalty  of  15  per 
cent  to  be  imposed  at  the  discretion  of  the  Secretary. 

To  conclude,  the  new  law  is  clearly  designed  to 
protect  the  government  and  assist  its  officers  in  collect- 
ing the  revenues  justly  due.  The  burdens  imposed 
upon  the  honest  importer  who  desires  to  comply  with 
both  the  spirit  and  the  letter  of  the  law  have  not  been 
greatly  increased.  It  is  true  that  he  must  make  a 
statistical  list  of  his  imports,  but  the  forms  will  be 
prepared  for  him  by  the  Department,  and  the  task 
should  prove  little  if  at  all  more  exacting  than  the 
present  requirement  that  every  invoice  shall  contain 
an  accurate  detailed  description  of  the  merchandise 
covered.  True,  also,  he  will  have  to  take  far  greater 
pains  to  make  sure  that  his  entries  are  made  and  verified 
by  a  person  with  actual  personal  knowledge  of  the  facts 
therein  recited.  Under  the  old  system,  such  entries 
were  ordinarily  made  by  a  subordinate  who,  to  quote 
the  report  of  the  Appraisement  Commission  ^*  supports 
the  integrity  of  the  invoice  by  his  declaration  to  the 
best  of  his  knowledge  and  belief,  without  having  the 
faintest  semblance  of  knowledge  or  the  frailest  founda- 
tion for  belief.^'  This  situation  cannot  exist  under  the 
new  law  unless  both  the  principal  and  his  agent  are 
prepared  to  assume  severe  liabilities  in  case  im- 
proper entries  are  made.  Drastic  provisions  and  heavy 
burdens,  however,  are  prepared  for  the  dishonest 
importer,  who  will  be  made  to  feel  much  more  keenly 
than  has  heretofore  been  the  case  that  the  law  is  meant 
to  be  obeyed  and  not  to  be  trifled  with. 

James  F.  Curtis. 
BO01ON,  Masb. 
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SUMMARY 

The  oonstitutional  amendment  of  1913  and  the  new  income  tax,  46. 

—  I.  The  **  normal "  and  "  additional "  taxes;  the  minimum  exempt; 
the  scale  of  progression,  47.  —  Dividends  exempt  from  the  normal 
tax,  49.  —  II.  Limited  application  of  stoppage  at  the  source;  its 
possible  advantages  and  disadvantages,  50.  —  How  applied  as  regards 
salaries  and  other  single  payments,  52.  —  As  regards  interest  on  bonds, 
55.  —  '*  Fixed  and  determinable  incomes,"  56.  —  III.  How  mini- 
mum exemption  is  secured,  58.  —  IV.  Return  of  income  required; 
yet  possible  exceptions,  61.  —  V.  The  "  additional "  progressive  tax,  65. 

—  VI.    Conclusion,  66. 

Among  the  notable  events  of  the  year  1913,  one  of 
the  most  important  in  its  influence  upon  the  national 
finances  and  constitutional  development  of  the  United 
States  is  the  adoption  of  an  amendment  to  the  Federal 
Constitution  giving  Congress  the  power  "  to  lay  and 
collect  taxes  on  incomes,  from  whatever  source  derived, 
without  apportionment  among  the  several  states  and 
without  regard  to  any  census  or  enumeration."  The 
mere  fact  that  an  amendment  of  any  kind  has  been 
adopted  is  notable,  this  being  the  first  occasion  on 
which  the  Constitution  had  undergone  any  change 
since  the  period  of  the  Civil  War,  and  the  first  amend- 
ment adopted  in  peaceful  and  normal  times  since  the 
early  days  of  the  Republic. 

It  is  a  little  remarkable,  altho  perhaps  not  altogether 
accidental,  that  the  adoption  of  this  amendment  should 
coincide  with  the  return  to  power  of  the  political  party 
whose  attempt  to  levy  an  income  tax  in  1894  was  frus- 
trated by  the  decision  of  the  Supreme  Court  in  that  year. 
Then  as  now  an  income  tax  was  a  component  part  of  the 
program  of  fiscal  and  commercial  reform  to  which  that 
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party  was  committed.  This  program  included  the 
reduction  of  protective  tariff  duties  and  the  direct 
taxation  of  incomes.  What  the  Democratic  party 
failed  to  accomplish  in  1894,  it  has  had  a  free  hand  to 
do  in  1913.  Indeed,  the  national  taxation  of  incomes 
might  almost  be  regarded  as  a  mandate  of  the  people 
of  the  United  States.  At  any  rate,  it  was  a  foregone 
conclusion  that  the  adoption  of  the  constitutional 
amendment  would  be  immediately  followed  by  the 
enactment  of  an  income  tax  law. 

The  law  instituting  the  income  tax  was  approved 
October  3,  together  with  the  law  revising  the  tariff, 
both  measures  being  included  in  one  comprehensive 
statute  entitled  "  An  Act  to  reduce  tariff  duties  and  to 
provide  revenue  for  Government,  and  for  other  pur- 
poses." It  is  the  object  of  the  present  article  to  give 
a  general  description  of  the  income  tax.  This  seems 
to  be  especially  well  worth  while  because  the  tax  can- 
not be  readily  understood  from  a  mere  perusal  of  the 
involved  and  sometimes  obscure  phraseology  of  the  law 
itself.  For  the  same  reason,  however,  the  task  of 
interpretation  is  not  easy  or  entirely  safe.  The  law 
has  certain  novel  features;  and  some  of  the  questions 
of  detail  to  which  they  give  rise  cannot  be  answered 
until  we  have  the  official  construction  placed  upon  the 
language  of  the  act  by  the  executive  branch  of  the 
government  and  possibly  by  the  courts.  At  the  same 
time  the  main  features  of  the  tax  become  fairly  evident 
to  any  one  who  makes  a  careful  study  of  the  provisions 
of  the  act,  even  tho  its  application  to  specific  cases  may 
remain  doubtful. 


The  law  provides  that  incomes  shall  be  subject  to  a 
tax  of  one  per  cent  on  the  amount  by  which  they  exceed 
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the  prescribed  miniTniim  limit  of  exemption.  This  is 
designated  as  the  '^  normal  income  tax."  There  is 
then  an  ^'  additional  tax  "  of  one  per  cent  on  the  amount 
by  which  any  income  exceeds  $20,000.  The  rate  is 
increased  to  two  per  cent  on  the  amount  above  $50,000, 
to  three  per  cent  above  $76,000,  to  four  per  cent  above 
$100,000,  to  five  per  cent  above  $250,000,  and  to  six 
per  cent  above  $600,000.  Therefore  under  the  normal 
and  additional  tax  combined,  the  first  $20,000  of  income, 
exclusive  of  the  minininm  exemption,  will  be  taxed  one 
per  cent;  the  next  $30,000,  two  per  cent;  the  next 
$26,000,  three  per  cent;  the  next  $26,000,  four  per  cent; 
the  next  $160,000,  five  per  cent;  the  next  $260,000, 
six  per  cent;  and  all  income  above  that  point  seven 
per  cent.  This  is  a  rigorous  application  of  the  progres- 
sive principle. 

The  minJTnum  exemption,  at  the  same  time,  is  com- 
paratively high,  —  $4,000  for  a  married  person  and 
$3,000  for  everybody  else.  The  higher  exemption  in 
case  of  the  married  is  conditional  upon  husband  and 
wife  living  together,  and  applies  only  to  their  aggregate 
income;  that  is  to  say,  it  cannot  be  deducted  from  the 
income  of  each.  It  may  be  noted,  in  this  connection, 
that  in  England  the  exemption  allowed  under  the 
income  tax  is  £160  or  $800;  in  Prussia  it  is  900  marks, 
or  $226;  and  in  the  state  of  Wisconsin  it  is  $800  for 
individuals  and  $1,200  for  a  husband  and  wife,  with  a 
further  allowance  for  children  or  dependent  members 
of  the  family. 

The  sharply  progressive  rates  and  the  comparatively 
high  exemption  have  given  rise  to  the  criticism  that 
this  is  a  rich  man's  income  tax  and  disregards  the 
principle  that  all  persons  should  contribute  to  the  ex- 
penses of  the  government  in  proportion  to  their  several 
abilities.     It  is  often  said  that  an  income  tax  ought  to 
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reach  all  incomes  with  the  exception  of  those  which 
are  close  to  or  below  the  miniTTHim  necessary  for  sub- 
sistence, and  that  if  people  generally  were  called  upon 
to  contribute  directly  to  the  government  they  would 
take  greater  interest  in  publiq  affairs  and  show  more 
concern  over  any  wasteful  or  imwise  expenditure  of 
public  money.  In  reply  it  is  contended  that  the  limi- 
tation of  the  tax  to  the  wealthy  or  well-to-do  classes  is 
justified  because  these  classes  do  not  pay  their  fair 
share  of  the  indirect  national  taxes/ or  of  local  property 
taxes.  These  debatable  questions  lie  outside  the 
scope  of  the  present  article.  It  is  evident,  however, 
that  the  income  tax  should  not  be  criticized  as  if  it  were 
a  single  tax  or  formed  the  only  source  of  revenue  for  the 
Federal  government.  From  the  fiscal  standpoint  it 
occupies  a  subordinate  position  in  the  national  finances, 
being  expected  to  yield  about  $125,000,000  annually 
out  of  a  total  estimated  tax  revenue  of  $680,000,000. 

The  normal  tax  of  one  per  cent  is  to  be  levied  upon 
the  income  of  corporations.  In  effect  this  provision  of 
the  law  merely  continues  the  corporation  or  "  excise  "*' 
tax  which  was  already  in  existence.  But  that  tax  now 
becomes  an  integral  part  of  the  income  tax,  covering  the 
income  which  accrues  to  the  stockholder  and  is  distrib- 
utable in  the  form  of  dividends.  On  the  theory  that  this 
income  is  reached  at  the  source  by  the  tax  upon  the  net 
earnings  of  the  corporation  the  dividends  as  such  are  ex- 
empt. They  are  not  to  be  included,  so  far  as  concerns  the 
normal  tax,  in  the  taxable  incomes  of  the  individual  stock- 
holders and  the  law  does  not  provide  that  the  tax  paid  by 
the  corporation  shall  be  deducted  from  the  dividend. 

It  is  perhaps  a  question  whether  under  these  condi- 
tions income  which  consists  of  dividends  should  be 
considered  as  subject  to  the  normal  tax  or  as  exempt. 
It  may  be  contended  that  a  tax  upon  the  net  earnings 
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of  corporations  is  virtually  a  tax  on  the  stockholder's 
income^  and  in  theory  this  is  true.  But  so  long  afe^the 
tax  is  not  actually  withheld  from  the  dividends,  or  the 
dividends  are  uQt  reduced  in  consequence  of  the  tax, 
the  stockholder's  current  income  is  not  affected.  The 
imposition  of  the  tax  might  indeed  affect  his  prospective 
income  and  might  depreciate  the  value  of  his  stocks.  It 
is  hardly  likely,  however,  that  such  effects  will  be  per- 
ceptible, at  least  as  regards  the  stocks  of  railroads  and 
other  large  corporations.  If,  however,  it  be  considered 
that  income  consisting  of  dividends  pays  the  tax,  it 
follows  that  the  stockholder's  income  is  taxed  no  matter 
how  small  it  nlay  be.  No  minimum  is  left  exempt. 
On  the  other  hand,  if  it  be  considered  that  all  dividends 
are  virtually  exempt,  the  stockholder  would  seem  to  be 
unduly  favored  under  this  form  of  taxation  in  com- 
parison with  i>eople  whose  incomes  are  derived  from 
ot^er  sources.  Doubtless  in  future  the  investor  will 
lo<)k  upon  dividends  as  a  form  of  income  not  subject  to 
the  normal  income  tax. 

II 

In  the  levy  of  the  normal  income  tax  there  is  to  be  a 
limited  application  of  the  method  of  assessment  and 
collection  at  the  source  of  the  income.  This  method 
is  applied  very  completely  in  the  taxation  of  income  in 
Great  Britain.  It  may  be  well  to  recall  summarily  the 
essential  features  of  the  British  system.  The  tax  is 
levied  upon  the  property  or  industrial  enterprise  which 
yields  or  produces  the  income.  But  the  person  occupy- 
ing the  property  or  conducting  the  enterprise,  and  pay- 
ing the  assessment  in  the  first  instance,  is  authorized 
and  required  to  deduct  the  tax  from  the  income  as  it  is 
distributed  among  the  persons  entitled  to  share  in  it 
either  as  proprietors,  landlords,  creditors,  or  employees. 
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Under  the  English  sjrstem,  an  industrial  corporation, 
for  instance,  pays  the  income  tax  upon  its  gross  earnings 
and  then  deducts  it  from  the  dividends,  interest,  salaries, 
and  rents  as  these  payments  are  made.  The  house- 
holder pays  an  assessment  levied  upon  the  annual  value 
of  his  dwelling  (less  an  allowance  for  repairs  and  insur- 
ance) and  then  if  he  occupies  the  premises  as  tenant 
deducts  the  tax  from  his  rent.  The  income  from 
agriculture  is  reached  by  a  similar  assessment  upon 
the  farmer,  based  upon  the  annual  or  rental  value  of  the 
farm  and  with  the  same  right  of  deduction  from  the 
rent  if  he  is  a  tenant  farmer. 

From  the  standpoint  of  the  government,  the  main 
advantage  of  this  mode  of  assessment  as  compared  with 
a  tax  levied  directly  upon  the  recipients  of  the  income  is 
the  greater  certainty  with  which  it  reaches  the  income 
subject  to  taxation.  The  opportunities  for  evasion  by 
concealment  of  income  are  reduced  to  a  minimum, 
partly  because  the  sources  of  income  are,  in  general, 
not  easily  concealed  and  partly  because,  to  a  consider- 
able extent,  the  persons  upon  whom  the  tax  is  assessed 
are  not  interested  in  avoiding  the  tax.  The  advantages, 
however,  are  not  all  on  the  side  of  the  government. 
The  tax  possesses  certain  advantages  from  the  stand- 
point of  the  tax-payer  also,  assuming  him  to  be  an 
honest  tax-payer  who  is  not  seeking  opportimities  to 
evade  taxation.  One  advantage  is  that  he  is  relieved 
in  almost  every  case  from  the  necessity  of  revealing  to 
the  tax  officials  the  whole  of  his  personal  income.  The 
tax  does  not  pry  into  his  personal  affairs.  Another 
advantage  is  that  the  tax  is  paid  out  of  current  income, 
being  deducted  from  the  income  as  it  is  received.  It 
is  therefore  distributed  over  the  year  and  adjusted  to 
the  flow  of  income  as  it  comes  in.  A  tax  thus  collected 
is  less  burdensome  in  its  incidence  than  a  tax  paid  in 
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one  lump  sum  several  months  after  the  expiration  of  the 
year  to  which  it  relates  and  after  the  income  on  which 
it  is  levied  has  been  all  received  and  perhaps  all  ex- 
pended. 

The  English  system  of  assessing  an  income  tax  at  the 
source,  however,  has  its  disadvantages.  It  is  admirably 
suited  for  a  tax  levied  at  a  uniform  rate  on  all  income 
or  on  all  income  above  a  small  minimum.  But  it  is  not 
well  suited  for  the  application  of  progressive  taxation  or 
for  the  introduction  of  gradations  or  distinctions  based 
upon  the  size  or  character  of  the  individual  incomes. 
Nevertheless  the  English  income  tax,  besides  exempting 
a  minimum,  provides  for  graded  reductions  or  abate- 
ments in  favor  of  the  possessors  of  small  incomes  above 
the  minimum,  and  for  a  reduced  rate  on  "  unearned  " 
income  within  certain  limits.  All  this,  however,  makes 
necessary  a  declaration  or  complete  statement  of  in- 
come from  the  persons  claiming  the  benefit  of  these 
provisions,  and  also  necessitates  refunding  a  large 
amount  of  the  tax  collected  at  the  source.  Moreover  the 
progressive  principle  has  recently  been  applied  by 
imposing  a  ''  super-tax "  on  incomes  in  excess  of 
£5,000,  which  also  requires  a  declaration,  the  tax  being 
necessarily  assessed  upon  the  possessor  of  the  income 
and  not  at  the  source.  The  super-^tax,  it  may  be 
observed,  occupies  a  position  in  the  English  system 
similar  to  that  of  the  additional  tax  in  the  United  States, 
serving  to  increase  the  tax  upon  the  larger,  incomes  in 
accordance  with  the  principle  of  progression. 

It  has  been  stated  above  that  the  law  which  has  just 
been  enacted  by  Congress  makes  a  linaited  application 
of  this  principle  of  assessment  at  the  source,  as  regards 
the  normal  tax.  The  general  rule  of  the  law  covering 
deduction  at  the  source  is  of  sufficient  importance  to 
be  quoted  in  full.     It  reads  as  follows:  — 
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AU  persoDS,  firms,  co-partnershipS|  companies,  corporatioDS, 
joint-stock  companies  or  associations,  and  insurance  companies, 
in  whatever  capacity  acting,  including  lessees  or  mortgagors  of  real  or 
personal  prop^y,  trustees  acting  in  any  trust  capacity,  executors, 
administrators,  agents,  receivers,  conservators,  employers,  and  all 
officers  and  employees  of  the  United  States  having  the  control,  receipt, 
custody,  disposal,  or  payment  of  interest,  rent,  salaries,  wages, 
premiums,  annuities,  compensations,  remuneration,  emoluments 
or  other  fixed  or  determinable  annual  gains,  profits,  and  income  of 
another  person,  exceeding  S3,000  for  any  taxable  year,  other  than 
dividends  on  capital  stock,  or  from  the  net  earnings  of  corporations 
and  joint-stock  companies  or  associations  subject  to  like  tax,  who 
are  reqiured  to  make  and  render  a  return  in  behalf  of  another,^ 
as  provided  herein,  to  the  collector  of  his,  her  or  its  district,  are 
hereby  authorized  and  required  to  deduct  and  withhold  from  such 
annual  gains,  profits,  and  income  such  sum  as  will  be  sufficient  to 
pay  the  normal  tax  imposed  thereon  by  this  section,  and  shall  pay 
to  the  officer  of  the  United  States  Government  authorized  to  receive 
the  same;  and  they  are  each  hereby  made  personally  liable  for  such 
tax. 

Under  this  paragraph  of  the  act  every  person,  cor- 
poration, etc.,  making  payments  of  more  than  $3,000 
in  interest,  rent,  salary,  etc.,  to  any  one  person  in  any 
one  year  must  in  each  instance  deduct  the  normal  tax 
and  pay  it  to  the  tax  collector.  It  should  be  noted, 
however,  that  the  rule  covers  not  only  "  payments  " 
but  also  the  "  control,  receipt,  custody,  or  disposal " 
of  such  simis.  It  is  impossible  to  say  just  what  may 
be  comprised  under  these  terms.  But  the  word  "  pay- 
ment "  doubtless  represents  the  typical  or  usual  case, 
and  in  the  discussion  which  follows  will  be  used  in  a 
generic  sense  to  cover  all  cases. 

The  limitation  of  the  operation  of  the  above  para- 
graph to  payments  in  excess  of  $3,000  was  presumably 
deemed  necessary,  or  at  least  advisable,  because  income 

1  This  rMdiotive  clause  appean  to  have  very  little  mgnificanoe.  for  the  reason  that 
the  pereoDB,  firms,  etc.,  "  who  are  required  to  make  and  render  a  return  in  behalf  of 
another  '*  are  apparently  the  persons,  firms,  etc.,  Just  enumerated,  namely,  those  having 
the  oontrol,  receipt,  eustody,  etc.,  of  the  annual  gains,  profits,  and  income  of  another 
person,  ezoeeding  $3,000.  The  paragraph  which  defines  the  persons,  firms,  etc.,  who 
are  to  make  returns  in  behalf  of  another  person  is  cited  on  p.  94. 
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up  to  that  limit  is  exempt.  The  intention  seems  to  be, 
however,  that  when  the  normal  tax  is  deducted  it  shall 
be  computed  on  the  total  payment  and  not  simply  on 
the  excess  over  $3,000.  That  being  the  case  it  is  evi- 
dent that  the  deduction  of  the  tax  under  this  rule,  tho 
limited  to  sums  of  more  than  $3,000,  will  nevertheless 
reach  a  certain  amount  of  income  which  is  exempt.  It 
will  do  this  where  the  entire  income  of  any  person  is 
derived  from  a  single  source  or  from  several  sources 
each  of  which  yields  more  than  $3,000.  On  the  other 
hand,  it  is  evident  that  a  large  proportion  of  the  pay- 
ments made  in  smns  of  less  than  $3,000  will  represent 
taxable  income,  being  received  by  persons  whose  in- 
comes are  above  the  linait  of  exemption.  Many  lai^e 
incomes  are  derived  wholly  or  in  large  part  from  sources 
which  yield  less  than  $3,000  each.  The  adoption  of  a 
$3,000  limit  for  the  application  of  the  method  of  deduc- 
tion at  the  source  therefore  appears  to  be  a  com- 
promise, a  half-way  measure.  It  comes  far  short  of 
reaching  at  the  source  all  income  subject  to  taxation, 
and  at  the  same  time  seems  likely  to  reach  some  income 
that  is  exempt.  This  does  not  necessarily  mean  that 
any  taxable  income  will  escape  assessment  or  that  any 
tax-payer  will  lose  the  benefit  of  the  exemption.  Income 
not  reached  at  the  source  is  to  be  included  in  the  taxa- 
ble income  of  the  person  who  receives  it;  and  the  tax- 
payer's right  to  exemption  is  safe-guarded  by  special 
provisions  which  are  discussed  below. 

This  $3,000  limit,  however,  and  the  general  rule  of 
the  law  as  regards  deducting  the  tax  at  the  soim^ 
are  materially  modified  by  the  exceptions  or  provisos. 
It  is  to  be  noted,  in  the  first  place,  that  in  the  paragraph 
just  cited,  dividends  are  altogether  excepted  from  the 
classes  of  payments  which  are  subject  to  the  deduction 
of  the  tax.     The  exception  applies  only  to  dividends 
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paid  by  corporations  ''  subject  to  like  tax/'  but  these 
include  practically  all  corporations  either  located  or 
doing  business  in  the  United  States.  The  source  of 
this  income  is  supposed  to  have  been  reached  by  the 
tax  on  the  earnings  of  the  corporations. 

Again,  the  application  of  the  method  of  collecting 
the  tax  by  deduction  is  very  materially  affected,  and 
in  quite  a  different  way,  by  a  proviso  which  removes 
the  $3,000  limit  as  regards  interest  pajrments  made  by 
corporations.  The  normal  tax  is  to  be  deducted  and 
withheld  from  the ''  interest  upon  bonds  and  mortgages, 
or  deeds  of  trust  or  other  similar  obligations  of  corpora- 
tions, joint-stock  companies  or  associations,  and  insur- 
ance companies,  whether  payable  annually  or  at  shorter 
or  longer  periods,  altho  such  interest  does  not  amount  to 
$3,000.'^  A  large  proportion  of  the  bondsissued  by  cor- 
porations, however,  guarantee  the  pajrment  of  interest 
without  deduction  on  account  of  taxes.  In  such 
cases  the  corporations  will  undoubtedly  assume  the 
burden  of  the  tax,  as  the  provisions  of  the  law  just  cited 
are  hardly  likely  to  be  construed  as  requiring  the  violar 
tion  of  contracts,  At  one  stage  in  the  preparation  of 
the  law,  a  clause  was  inserted  providing  that  the  interest 
in  such  cases  as  this  should  be  included  in  the  taxable 
income  of  the  bondholder  and  assessed  to  him.  This 
clause,  however,  was  not  retained  in  the  act  as  passed. 
But  a  proviso  was  inserted  that  no  '^  contract  entered 
into  after  this  act  takes  effect "  shall  be  ''  valid  in 
regard  to  any  Federal  income  tax  imposed  upon  a 
person  liable  to  such  payment";  it  is  intended  to 
prohibit  any  future  issue  of  bonds  guaranteeing  exemp- 
tion from  the  income  tax.  yC. 

Considering  the  various  provisos  and  exceptions  in 
connection  with  the  general  rule  of  the  act,  the  scope 
of  the  application  of  the  method  of  collecting  the  tax 
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at  the  source  may  perhaps  be  safely  stated  thus:  the 
normal  tax  is  to  be  deducted  (1)  from  all  interest  pay- 
ments made  by  corporations  on  bonds  and  the  like, 
without  regard  to  the  amount;  (2)  from  all  other 
interest  payments  when  the  amount  is  more  than 
$3,000  in  any  one  year;  (3)  from  all  payments  of  rents, 
salaries,  or  wages  amounting  in  any  one  case  to  over 
$3;000  annually;  (4)  from  all  other  payments  of  over 
$3,000  (excepting  dividends)  which  may  be  comprised 
under  the  designations  ''  premiiuns,  compensations, 
remuneration,  emolimients,  or  other  fixed  or  deter- 
minable gains,  profits,  or  income." 

One  general  restriction  upon  the  application  of  the 
method  of  deducting  the  tax  at  the  source  should  per- 
haps be  mentioned.  It  is  indicated  by  the  words 
"  fixed  and  determinable."  That  these  words  are  not 
unimportant  would  seem  to  be  indicated  by  their  recur- 
rence in  other  connections,  and  particularly  by  a  pro- 
viso in  the  paragraph  defining  the  deductions  which 
may  be  made  in  computing  taxable  income.  This 
proviso  reads: 

Provided  that  whenever  the  tax  upon  the  income  of  a  person  is 
required  to  be  withheld  and  paid  at  the  source  as  hereinafter  required, 
if  such  annual  income  does  not  exceed  the  sum  of  $3,000  or  ia  not 
fixed  or  certain,  or  is  indefinite,  or  irregular  as  to  amoimt  or  time  of 
accrual,  the  same  shall  not  be  deducted  in  the  personal  return  of 
such  person. 

This  proviso  emphasizes  the  fact  that  there  are  at 
least  two  general  conditions  to  be  met  before  deduction 
at  the  source  is  required:  first,  as  already  explained, 
the  amount  of  income  paid  out  must  (with  exceptions 
already  noted)  exceed  $3,000;  and  second,  it  must  be 
fixed,  certain,  definite,  and  regular.  Strictly  speaking 
there  would  seem  to  be  very  little  income  which  is 
fixed  and  certain  in  advance  of  its  actual  receipt  and 
very  little  which  is  not  fixed  and  certain  after  it  has 
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been  received.  Doubtless,  the  terms  here  used  are 
intended  to  cover  periodical  payments  of  income,  such  as 
salaries  or  interest,  made  in  fixed  or  stipulated  amounts. 
But  even  as  regards  such  payments  there  is  usually 
no  certainty  in  any  given  instance  that  they  will  con- 
tinue to  be  made  to  the  same  person  throughout  the 
year.  Interest  bearing  notes  and  mortgages  are 
usually  transferable,  and  salaried  positions  are  not 
always  permanent.  It  will  often  not  be  possible  to  say 
in  advance  whether  the  aggregate  payments  will 
amount  to  $3,000.  Instructions  already  issued  by  the 
Treasury  Department  provide  that  no  tax  shall  be 
withheld  until  the  accumulated  payments  of  the  cur- 
rent year  pass  the  $3,000  limit,  and  that  the  person 
making  these  payments  shall  thereafter  deduct  the 
tax,  the  first  deduction  covering  the  tax  on  all  pay- 
ments up  to  date.  But  simple  as  such  a  procedure 
may  be  in  theory,  in  the  complicated  and  shifting 
relationships  of  the  business  world  it  will  not  always 
be  easy  to  follow.  The  payer  of  income  as  well  as  the 
payee  may  change,  and  change  more  than  once,  during 
the  same  calendar  year. 

Income  from  investments  in  foreign  countries  is,  of 
course,  derived  from  sources  which  are  inaccessible  to 
this  government.  The  law,  however,  undertakes  to 
intercept  the  tax  on  certain  classes  of  income  of  foreign 
origin  by  providing  that  the  normal  tax  "shall  be 
deducted  and  withheld  from  coupons,  checks,  or  bills 
of  exchange  for  or  in  payment  of  interest  upon  bonds 
of  foreign  countries  and  upon  foreign  mortgages  or 
like  obligations  (not  payable  in  the  United  States), 
and  also  from  coupons,  checks,  or  bills  of  exchange  for 
or  in  pajrment  of  any  dividends  upon  the  stock  or 
interest  upon  the  obligations  of  foreign  corporations, 
associations,    and    insurance    companies   engaged    in 
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business  in  foreign  countries."  This  deduction  of  the 
tax  is  to  be  made  by  '^  any  banker  or  person  who  shall 
sell  or  otherwise  realize  coupons,  checks,  or  bills  of 
exchange  drawn  or  made  in  payment  of  any  such 
interest  or  dividends  (not  payable  in  the  United 
States),  and  any  person  who  shall  obtain  payment 
(not  in  the  United  States),  in  behalf  of  another  of  such 
dividends  and  interest  by  means  of  coupons,  checks, 
or  bills  of  exchange,  and  also  any  dealer  in  such  coupons 
who  shall  purchase  the  same  for  any  such  dividends 
or  interest  (not  payable  in  the  United  States),  otherwise 
than  from  a  banker  or  another  dealer  in  such  coupons/' 

III 

In  so  far  as  the  law  requires  the  taxation  of  incomes 
at  the  source,  some  special  provision  must  be  made  to 
ensure  to  the  recipients  of  the  incomes  thus  taxed  the 
benefits  of  the  minimum  exemption  and  of  any  other 
deductions  to  which  they  may  be  lawfully  entitled. 
The  procedure  to  be  followed  is  set  forth  in  the  following 
provisions  of  the  law,  the  letters  and  numerals  which 
mark  subdivisions  of  the  paragraph  being  inserted  by 
the  writer. 

(1)  In  all  cases  where  the  income  tax  of  a  person  is  withheld  and 
deducted  and  paid  or  to  be  paid  at  the  source,  as  aforesaid,  such 
person  shall  not  receive  the  benefit  of  the  deduction  and  exemption 
allowed  in  paragraph  C  of  this  section,  except  H  by  an  application 
for  refund  of  the  tax  unless  he  shall,  M  not  less  than  thirty  days 
prior  to  the  day  on  which  the  return  ofhis  income  is  due,  file  with 
the  person  who  is  required  to  withhold  and  pay  tax  for  him,  a  signed 
notice  in  writing  claiming  the  benefit  of  such  exemption  and  there- 
upon no  tax  shall  be  withheld  upon  the  amoimt  of  such  exemption; 
1^  nor  shall  any  person  under  the  foregoing  conditions  be  allowed 
the  benefit  of  any  deduction  provided  for  in  subsection  B  of  this 
Section  unless  he  shall,  not  less  than  thirty  day?  prior  to  the  day  on 
which  the  return  of  his  income  is  due,  either  A  file  with  the  person 
who  is  required  to  withhold  and  pay  tax  for  mm  a  true  and  correct 
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return  of  his  annual  gains,  profits,  and  income  from  all  other  sources, 
and  also  the  deductions  ai^ed  for,  and  the  showing  thus  made  shall 
then  become  a  part  of  the  retiun  to  be  made  in  his  behalf  by  the 
person  required  to  withhold  and  pay  the  tax,  or  |^  likewise  make 
application  for  deductions  to  the  collector  of  the  district  in  which 
return  is  made  or  to  be  made  for  him.  K 

The  first  part  of  this  paragraph  prescribes  the  steps 
which  must  be  taken  in  order  to  secure  the  benefits 
of  the  general  exemption  of  $3,000  or,  in  case  of  a 
married  man,  of  $4,000.  The  second  part  relates  to 
the  deductions  on  account  of  business  expenses,  interest 
on  indebtedness,  taxes,  losses,  dividends  and  the  like, 
which,  as  set  forth  in  subsection  B  of  the  act,  are  per- 
mitted in  computing  the  net  income  subject  to  taxation. 
The  procedure  to  be  followed  does  not  seem  to  differ  essen- 
tially in  the  two  cases.  The  initiative  rests  with  the 
tax-payer,  or  person  from  whose  income  the  tax  will, 
in  absence  of  any  action  on  his  part,  be  deducted  at 
the  source.  The  law  apparently  gives  the  tax-payer 
the  option  of  two  alternatives  —  either  to  forestall  the 
deduction  of  the  tax  or  to  secure  a  refund  of  the  tax 
after  it  has  been  collected.  The  right  to  have  the  tax 
refunded  in  order  to  secure  the  benefits  of  the  minimum 
exemption  is  clearly  implied  by  the  clause,  "  except 
by  an  application  for  the  refund  of  the  tax,"  appearing 
in  the  first  part  of  the  paragraph.  That  the  deductions 
allowable  on  account  of  expenses  and  interest  may 
likewise  be  obtained  by  a  refund  of  the  tax  collected 
at  the  source  is  indicated  by  the  clause  at  the  end  of 
the  paragraph  giving  the  tax-payer  the  option  of  making 
"  application  for  deductions  to  the  collector  of  the 
district  in  which  return  is  made  or  to  be  made  for  him." 

If  the  tax-payer  prefers  to  forestall  the  deduction  of 
the  tax,  the  procedure  prescribed  by  the  law  as  applied 
to  exemptions  and  as  applied  to  deductions  of  income 
on  account  of  expenses  differs  in  one  particular.     As 
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regards  the  exemption  all  that  he  need  do  is  ''  to  file 
with  the  person  who  is  required  to  withhold  and  pay 
the  tax  for  him,  a  written  notice  claiming  the  benefit 
of  such  exemption."  But  if  he  wishes  to  forestall 
the  retention  of  the  tax  on  any  income  which  is  not 
taxable  because  it  is  offset  by  allowable  deductions, 
he  must  file  "  a  true  and  correct  return  of  his  annual 
gains,  profits,  and  income  from  all  other  sources  and 
also  the  deductions  asked  for."  This  return  likewise 
is  to  be  filed  with  the  person  "  required  to  withhold  and 
pay  the  tax."  It  would  seem  hardly  possible,  however, 
to  make  such  a  return  prior  to  the  completion  of  the 
calendar  year  for  which  the  income  is  to  be  computed; 
and  therefore  it  is  diflScult  to  see  how  the  tax-payer  can 
exercise  this  right  in  such  a  way  as  actually  to  forestall 
the  retention  of  the  tax  at  the  source,  unless  the  tax 
officials  construe  the  law  as  permitting  the  acceptance 
of  a  statement  of  prospective  income  filed  in  advance 
of  the  actual  receipt  of  the  income.  It  may  be  noted 
in  this  connection,  however,  that  the  person  retaining 
the  tax  at  the  source  apparently  is  not  required  to  pay 
it  over  to  the  government  until  the  expiration  of  six 
months  after  the  completion  of  the  year  for  which  the 
tax  was  assessed.^  It  is  conceivable,  therefore,  that 
the  tax-payer,  instead  of  attempting  to  forestall  the 
retention  of  the  tax,  might  file  his  claim  and  return  of 
income  after  the  close  of  the  tax  year,  not  with  the  tax 
collector  but  with  the  person  withholding  the  tax,  so 
as  to  obtain  a  refund  of  it  before  it  has  been  paid  over 
to  the. tax  collector.  This  possibility  is  suggested  by 
the  provision  as  to  the  period  within  which  the  claim 

<  As  to  time  of  payment  there  is  no  provjnon  in  the  law  exoept  the  general  provtBion 
that  all  aaaeeamente  ehaU  be  paid  on  or  before  the  30th  of  June.  This  would  seem  to 
oover  assessments  at  the  source,  in  view  of  the  fact  that  the  special  proTiaion  requiring 
deduction  of  the  tax  simply  stales  that  the  person  withhcdding  the  tax  shaU  pay  it  to 
officers  of  the  government  authorised  to  receive  it,  without  specifying  when  it  shall  be 
paid. 


Digitized  by 


Google 


THE  INCOME  TAX  OF  1913  61 

may  be  filed,  namely,  "  not  less  than  thirty  days  before 
the  day  on  which  his  return  of  income  is  due."  The 
"  return  of  income  "  is  due  on  March  1st  and  therefore 
the  claim  may  be  filed  at  any  time  prior  to  the  29th  or 
perhaps  30th  of  January  following  the  year  in  which 
the  income  accrues. 

No  similar  difficulty  stands  in  the  way  of  forestalling 
the  retention  of  the  tax  when  it  concerns  the  exemption 
of  a  minimum.  Here,  as  previously  explained,  the 
tax-payer's  application  need  not  be  accompanied  by  a 
statement  of  income,  presumably  because  this  exemp- 
tion is  not  dependent  upon  the  amount  of  his  income. 
He  is  entitled  to  the  relief  whatever  his  income  may  be. 
It  would  seem,  therefore,  entirely  practicable  in  most 
cases  to  forestall  the  retention  of  the  tax  at  the  source 
where  it  affects  the  tax-payer's  right  to  exemption. 

The  claim  to  exemption  or  deduction,  with  the  accom- 
panying retium  of  income,  when  filed  with  the  person 
who  would  otherwise  retain  the  tax,  is  to  be  submitted 
by  the  latter,  in  making  his  own  returns  to  the  tax  col- 
lector as  his  authorization  for  not  having  collected  or  re- 
tained the  tax.  This  appears  to  be  the  meaning  of  the 
provision  that "  the  showing  thus  made  shall  then  become 
a  part  of  the  return  to  be  made  in  his  [the  claunant's] 
behalf  by  the  person  required  to  withhold  and  pay  the 
tax." 

IV 

The  principle  of  assessing  income  at  its  source  as 
applied  in  this  act  does  not  relieve  the  individual  from 
the  necessity  of  making  a  full  revelation  to  the  tax 
officials  of  his  personal  income  from  all  sources.  Tho 
this  statement  needs  to  be  qualified  in  one  or  two 
particulars,  the  law  provides  in  general  that  every 
person  subject  to  the  tax  and  having  an  income  of 
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$3,000  or  over  shall  make  a  true  and  acciirate  return 
under  oath  or  affirmation  ''  setting  forth  specifically 
the  gross  amount  of  income  from  all  separate  soiirces 
and  from  the  total  thereof  deducting  the  aggregate 
items  or  expenses  and  allowance  "  authorized  by  the 
law.  Altho  income  from  which  the  tax  has  been  with- 
held is  not  included  in  the  net  personal  and  taxable 
income  of  the  tax-payer,  it  must,  nevertheless,  be 
accounted  for  and  included  in  his  declaration  as  a  part 
of  his  gross  income,  forming  one  of  the  specified  items 
which  are  to  be  deducted  from  the  gross  income  in 
arriving  at  the  income  subject  to  taxation. 

As  already  intimated,  the  general  requirement  of  the 
full  and  complete  statement  of  income  is  subject  to 
certain  exceptions.  One  relates  to  the  income  from 
dividends,  the  law  providing  that  "persons  liable  to 
the  normal  tax  only  .  .  .  shall  not  be  required  to 
make  return  of  the  income  derived  from  dividends  on 
the  capital  stock  or  from  the  net  earnings  of  corpora- 
tions, joint-stock  companies  or  associations,  and  insur- 
ance companies  taxable  upon  their  net  income."  It 
will  be  noted  that  this  proviso  is  restricted  to  persons 
who  are  '^  liable  for  the  normal  tax  only,"  i.  e.,  persons 
having  net  incomes  under  $20,000.  It  would  seem, 
therefore,  that  the  tax-payer  claiming  and  seciuing  this 
privilege  must  in  some  way,  without  revealing  the 
amount  received  from  dividends,  satisfy  the  tax  asses- 
sors that  his  total  net  income  including  the  dividends 
(amount  not  stated)  does  not  exceed  $20,000.  Of 
course  a  form  of  statement  can  easily  be  devised  to 
cover  the  situation.  But  whether  the  law  will  be 
administered  in  such  a  way  that  this  provision  affords 
some  relief  from  the  general  obligation  of  making  a 
detailed  and  complete  statement  of  income  remains 
to  be  seen. 
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Another  exception  to  the  general  requirement  of  a 
complete  declaration  of  income  covers  the  case  of  the 
tax-payer  whose  entire  income  has  been  assessed  and 
the  tax  on  it  deducted  at  the  source.  The  law  relieves 
such  persons  from  the  obligation  of  making  any  declara- 
tion of  income;  altho  it  is  not  certain  that  this  privilege 
can  be  secured  without  foregoing  or  sacrificing  the 
benefits  of  any  abatements  to  which  the  individual 
tax-payer  might  be  entitled  on  account  of  business 
expenses,  interest  payments,  losses,  etc.  It  seems 
probable  that  where  the  income  is  all  assessed  at  the 
source  the  tax-payer  may  obtain  the  benefit  of  the 
minimum  exemption  without  making  a  declaration  of 
income. 

It  appears,  therefore,  that  assessment  at  the  source 
does  not,  under  this  law,  operate  in  such  a  way  as  to 
afford  the  tax-payer  any  substantial  relief  from  the 
necessity  of  making  a  revelation  of  his  income  to  tax 
officials.  Whatever  basis  there  may  be  for  the  common 
criticism  or  complaint  that  an  income  tax  is  inquisitorial 
remains  under  tiie  operation  of  this  law  to  nearly  the 
same  extent  that  it  would  if  the  tax  were  levied  wholly 
and  directly  upon  the  recipients  of  the  income,  with  no 
resort  to  taxation  at  the  source. 

In  addition  to  the  returns  which  the  individual  is 
required  to  make  covering  his  own  income,  every 
individual,  firm,  or  corporation  is  required  to  make  a 
return  covering  payments  on  which  the  tax  has  been 
deducted  and  giving  the  name  and  address,  if  known, 
of  the  persons  to  whom  such  payments  were  made. 
As  regards  the  scope  and  application  of  this  require- 
ment, the  law  is  not  altogether  clear  or  explicit.  It 
seems  best,  therefore,  to  cite  again  the  exact  language 
of  the  statute: 
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All  personSi  firms,  companies,  copartnerships,  corporations, 
joint-stock  companies  or  associations,  and  insurance  companies, 
except  as  hereinafter  provided,  in  whatever  capacity  acting,  having 
the  control,  receipt,  disposal,  or  payment  of  fixed  or  determinable 
annual  or  periodical  gains,  profits,  and  income  of  another  person, 
subject  to  tax,  shall  in  beh^  of  such  person  deduct  and  withhold 
from  the  payment  an  amount  equivalent  to  the  normal  income  tax 
upon  the  same  and  make  and  render  a  return,  as  aforesaid,  but 
separate  and  distinct,  of  the  portion  of  the  income  of  each  person 
from  which  the  normal  tax  has  been  thus  withheld,  and  containing 
also  the  name  and  address  of  such  person  or  stating  that  the  name 
and  address  or  the  address,  as  the  case  may  be,  are  unknown:  .  .  . 
Provided^  That  ...  no  return  of  income  not  exceeding  S3,000  shall 
be  required. 

The  introduction  of  the  last  proviso  (that  no  return 
should  be  made  of  pajrments  of  income  not  exceeding 
$3,000)  was  probably  thought  necessary  in  order  to  be 
consistent  with  the  general  rule  that  the  tax  shall  be 
withheld  and  deducted  only  from  payments  exceeding 
that  amount;  but  to  that  general  rule  there  is  one 
important  exception,  as  already  noted,  covering  interest 
payments  made  by  corporations.  The  tax  on  such 
payments  is  to  be  deducted  in  all  cases  without  regard 
to  the  amounts.  There  is  no  corresponding  exception 
to  the  rule  as  to  returns.  The  language  of  the  statute, 
strictly  interpreted,  would  seem  to  mean  that  the  cor- 
porations, altho  required  to  deduct  the  tax  from  all 
pajrments  of  interest,  are  not  required  to  make  a  return 
of  the  names  and  addresses  of  persons  to  whom  annual 
interest  payments  are  made  in  amounts  not  exceeding 
$3,000. 

It  is,  in  fact,  hardly  possible  in  advance  of  the  official 
interpretation  and  actual  enforcement  of  the  law  to 
say  how  far  this  requirement  of  a  return  of  payments 
of  income  taxed  at  the  source  extends  or  to  whom  it 
will  apply.  But  as  regards  the  deduction  of  the  tax 
and  the  retiuns  to  be  made  in  connection  with  the  pay- 


Digitized  by 


Google 


TUB  INCOME  TAX  OF  1918  65 

ment  of  the  interest  on  corporation  bonds,  Treasury 
regulations  have  ab-eady  been  published,  indicating 
the  procedure  to  be  followed.  The  case  of  registered 
bonds  presents  no  especial  difficulty,  the  officers  of  the 
corporation  being  in  a  position  to  make  the  required 
return  giving  the  name  of  the  bondholder  and  the 
amount  of  interest  paid  to  him.  But  the  procedure 
that  would  be  followed  in  connection  with  the  large 
amount  of  interest  paid  out  on  coupon  bonds  was  not 
so  obvious.  In  this  case  the  corporation  issuing  the 
bonds  and  ultimately  paying  the  interest  has,  as  a 
rule,  no  knowledge  who  the  bondholders  are  or  how 
much  interest  they  individually  receive.  The  only 
person  who  can  give  this  information  is  the  person  who 
cashes  the  coupons  for  the  bondholder  in  the  first 
instance.  Usually  coupons  are  redeemed  through 
the  banks;  and  the  Treasmy  regulations  above  referred 
to  provide  that  the  coupons  when  presented  to  banks 
or  other  agencies  for  redemption  or  collection  must  be 
accompanied  by  a  certificate  of  ownership  signed  by 
the  owner  of  the  bonds.  In  this  case,  presumably, 
the  bank  will  collect  from  the  corporation  the  interest 
less  the  tax  and  the  corporation  will  pay  the  tax  to  the 
government.  The  failure  to  supply  such  a  certificate 
places  upon  the  bank  accepting  the  coupons  the 
obligation  of  retaining  the  tax  and,  at  the  same  time, 
attaching  to  the  coupons  its  own  certificate  giving  the 
name  and  address  of  the  owner  of  the  coupons  or  of 
the  person  presenting  them.  Here  the  intention  seems 
to  be  that  the  bank  shall  deduct  and  withhold  the  tax, 
collect  the  interest  in  full  from  the  corporation,  and 
ultimately  pay  the  tax  to  the  government.  The 
corporations  are  to  deliver  all  certificates  to  the  tax 
collector  on  or  before  the  20th  of  the  month  following 
that  in  which  they  were  received. 
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Regarding  the  assessment  of  the  additional  tax  not 
much  need  be  said  in  the  way  of  explanation.  It  is, 
in  theory  at  least,  a  comparatively  simple  matter. 
There  is  no  attempt  here  to  make  any  application  of 
the  principle  of  collection  at  the  source.  The  tax  is 
all  levied  directly  upon  the  recipients  of  the  individual 
incomes  and  the  assessment  is  based  upon  the  tax-payer's 
•declaration,  which  for  the  purposes  of  this  tax  must 
cover  the ''  entire  net  income  from  all  so\u*ces,  corporate 
or  otherwise."  The  tax  is  thus  largely  distinct  from 
the  normal  income  tax  as  regards  both  the  method  of 
assessment  and  the  rates.  It  is,  however,  to  be  admin- 
istered through  the  same  machinery,  and  no  doubt  to 
some  extent  the  information  obtained  as  to  the  sources 
•of  income  in  connection  with  the  assessment  of  the 
normal  tax  will  prove  iiseful  as  a  check  upon  the  returns 
of  income  required  for  assessment  of  the  additional 
tax.  \  Every  person  whose  income  exceeds  $20,000  will 
be  subject  to  both  taxes,  the  normal  and  the  additional, 
but  presumably  will  be  required  to  make  only  one 
declaration.  For  the  purposes  of  the  additional  tax 
he  will  be  required  to  declare  his  income  from  all 
:sources,  and  therefore  any  relief  from  the  obligation 
of  making  a  complete  revelation  of  income  which  may 
be  secured  to  him  through  the  application  of  the  prin- 
ciple of  assessment  at  the  source  in  connection  with 
the  normal  tax  will  be  entirely  sacrificed. 

VI 

The  administration  of  a  direct  personal  income  tax  — 
using  that  term  to  describe  a  tax  levied  directly  on 
individual  incomes  —  is  a  comparatively  simple  matter, 
however  ineffective  it  may  prove  to  be  in  reaching  the 
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income  subject  to  it.  Under  this  method  of  taxation 
it  is  easy  to  exempt  a  minimum,  to  apply  progression 
in  the  rates,  or  to  make  any  other  adjustments  that  may 
be  deemed  equitable  with  reference  either  to  the  size  or 
character  of  the  income  or  to  the  circiunstances  of  the 
tax-payer.  But  as  soon  as  we  depart  from  this  simple 
method  and  resort  to  taxation  at  the  source,  we  encoim- 
ter  difficulties  in  varying  the  rates,  allowing  exemptions, 
or  making  any  similar  adjustments.  In  the  English 
income  tax,  these  difficulties  are  squarely  met  and 
surmoimted.  As  previously  explained,  that  tax  is  in 
the  first  instance  levied  indiscriminately  on  all  acces- 
sible sources  of  income  and  the  adjustments  are  effected 
by  refunding  the  tax  collected  at  the  source  so  far  as 
may  be  necessary.  No  provision  is  made  for  fore- 
stalling the  deduction  of  the  tax,  and  no  returns  are 
required  of  the  names  and  addresses  of  persons  to 
whom  payments  of  income  are  made.  The  exemption, 
however,  is  small  ($800)  and  the  abatements  extend 
only  to  incomes  below  $3,500.  Above  that  point  the 
entire  income  is  taxable. 

A  tax  which  provides  for  the  exemption  of  $3,000  or 
$4,000  from  every  individual  income  places  a  formid- 
able barrier  in  the  way  of  a  thoro-going  application 
of  assessment  at  the  source.  It  is  evident  that  with  a 
universal  exemption  as  high  as  this,  a  very  large  amoimt 
of  tax  withheld  and  collected  at  the  source  would 
ultimately  have  to  be  refunded.  The  law  as  enacted 
indicates  an  intention  to  secure  in  part  the  advantage 
of  assessment  at  the  source  and  at  the  same  time  avoid 
in  part  the  attendant  disadvantage  of  having  to  refund 
the  tax.  The  measure  might  be  characterized  as  one 
which  as  regards  the  ^'  normal  tax  "  applies  the  prin- 
ciple of  assessment  at  the  source  to  corporate  income 
completely  and  to  other  income  in  spots.     The  "  addi- 
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tional  tax  "  is  simply  the  direct  personal  tax.  The 
normal  tax  will  doubtless  be  successful  in  reaching  the 
large  amount  of  income  earned  or  created  by  enter- 
prises conducted  under  the  corporate  form  of  organiza- 
tion, much  of  which  would  probably  escape  assessment 
under  a  direct  personal  income  tax.  But  beyond  this 
it  is  questionable  whether  the  method  of  assessment 
at  the  source  as  here  applied  will  be  of  sufficient  advan- 
tage to  justify  the  administrative  complications  which 
it  involves. 

It  seems  useless,  however,  as  well  as  unwise,  to 
venture  any  predictions  as  to  how  successful  the  tax 
will  be  in  reaching  the  income  subject  to  it  or  how  well 
it  will  work  in  actual  practice.  We  can  afford  to  wait 
and  see.  Much  depends  upon  the  way  in  which  the 
law  is  administered.  After  it  has  been  in  operation 
for  a  year  or  two,  after  its  novel  features  have  been 
tested  by  actual  experience  and  those  provisions  which 
are  complicated  or  obscure  have  been  interpreted  by 
administrative  rulings  or  possibly  by  court  decisions, 
we  shall  have  a  better  imderstanding  of  the  merits 
or  defects  of  the  measure  than  is  at  present  possible. 
The  law  will  doubtless  require  amendment  in  many 
particulars  even  if  it  does  not  need  to  be  radically 
revised.  That  the  income  tax  in  some  form  will  be 
perpetuated  as  a  permanent  part  of  our  system  of 
national  finance  may  safely  be  predicted.  Properly 
adjusted  and  wisely  administered  it  should  greatly 
strengthen  the  financial  resomrces  of  the  government, 
make  possible  a  closer  adjustment  of  revenue  to  expen- 
ditxu^,  and  secmre  a  more  equitable  distribution  of  the 
burden  of  taxation. 

Joseph  A.  Hilii. 

WABHrnOTON,  D.  C. 
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FOUR    YEARS   MORE   OF   DEPOSIT 
GUARANTY 

SUMMARY 

Bank  Dq>osit  Guaranty  in  four  states,  60.  —  Upheld  by  U.  S.  Su- 
preme Court,  70.  —  I.  Oklahoma;  many  failures,  71.  —  Adverse 
economic  conditions,  72.  —  Politics  and  the  Guaranty  Law,  73. — 
Cases  of  dishonesty,  74.  —  Details  of  certain  failures,  75.  —  Insolvent 
banks  kept  going,  77.  —  Heavy  losses  in  Oklahoma  City,  82.  —  Legis- 
lation of  1011  and  1013,  83.  —  Powers  given  to  State  Bankers'  Asso- 
ciation, 84.  —  Other  new  provisions,  84.  —  The  national  system  now 
gaining  over  the  state  system,  87.  —  People  still  have  faith  in  guaranty 
system;  its  future  uncertain,  01.  —  II.  Kansas;  participation 
optional,  04.  —  One  guaranteed  bank  fails,  04.  —  More  Uian  one-half 
the  state  banks  participate,  05.  —  Legislation  of  1011  and  1013, 06.  — 
Commissioner  fixes  maximum  interest  rates  by  counties,  06.  —  Prog- 
ress of  state  and  national  banks,  07.  —  Good  and  bad  points  of  Kansas 
i^ystem,  00.  —  III.  Nebraska;  no  failures  for  some  years,  00. — 
Summary  of  the  law,  100.  —  Progress  of  state  and  national  banks,  101. 

—  Advantages  and  defects  of  Nebraska  law,  103.  —  Its  influence  on 
deposits,  103.  —  IV.  Texas,  104.  —  Some  failures;  losses  relatively 
small,  104.  —  Progress  of  national  and  state  banks,  106.  —  Most  banks 
elect  the  guaranty  plan,  few  the  bond  security  plan,  107.  —  Legislation 
of  1013,  108.  —  Charters  refused  where  no  necessity  for  banks,  108.  — 
The  futiure  in  Texas,  100.  —  V.  General  Arguments  and  Conclusions, 
100.  —  Guaranty  alone  does  not  cause  failures,  100.  —  Large  single  risks 
and  concentration  of  risks,  110.  —  Guaranty  funds  should  be  larger,  110. 

—  Grants  ci  power  to  state  banking  departments.  111.  —  Is  guaranty 
a  public  need  ?  111.  —  Effect  of  cmrency  legislation  on  sentiment  for 
deposit  guaranty,  112.  —  WiU  plan  be  continued  where  now  in  force,  and 
adopted  in  other  states?  112.  —  Funds  should  be  available  only  in 
final  liquidations,  113.  —  American  banking  will  remain  individual,  114. 

If  the  reader  has  visited  Texas,  Oklahoma,  Kansas, 
or  Nebraska  within  the  past  few  years  he  has  probably 
noticed  on  the  windows  of  some  of  the  banks  the  sign 
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'*  Deposits  Guaranteed."  If  he  has  gone  inside  he  has 
found  the  same  advertisement  on  the  stationery.  Bank 
deposits  in  these  states  are  protected  by  funds  raised  by 
special  taxation  of  the  banks  and  administered  by  the 
state  banking  boards.  The  system,  established  in  Okla- 
homa as  an  outgrowth  of  the  panic  of  1907,  and  followed 
with  variations  in  the  three  other  states  mentioned,  has 
for  its  objects  the  distribution  among  bank  stockholders 
generally,  of  losses  that  have  heretofore  fallen  upon  the 
depositors  of  failed  banks,  and  as  consequences,  the 
prevention  of  individual  distress,  the  prevention  of 
panics  by  maintaining  the  confidence  of  depositors, 
and  the  increase,  due  to  such  confidence,  of  the  volume 
of  deposits  and  the  usefulness  of  banks.  This  experi- 
ment, unparalleled,  except  for  the  New  York  episode 
of  three-fourths  of  a  centiuy  ago,  was  discussed  by  the 
present  writer  in  these  colunms  four  years  since.*  The 
progress  of  the  experiment  since  that  time  now  warrants 
further  conclusions,  and  it  is  proposed  now  to  review  the 
incidents  of  the  intervening  period. 

At  the  time  of  the  former  study,  the  question  of  the 
validity  of  the  Oklahoma,  Kansas,  and  Nebraska  de- 
posit guaranty  laws  was  pending  in  the  Supreme  Court 
of  the  United  States.  The  Texas  law  had  not  been 
attacked,  its  opponents  being  willing,  apparently,  to 
abide  by  the  results  of  litigation  over  the  laws  of  the 
other  commonwealths. 

The  three  laws  attacked  were  all  upheld  on  the  prin- 
ciple that  such  taxation  was  not  the  taking  of  private 
property  for  a  private  purpose,  but  was  the  taking  of 
private  property  for  a  public  piupose,  and  a  valid 
exercise  of  the  police  power  of  the  states.  It  was  held 
that  the  state  undoubtedly  had  the  authority  to  lay 

'  Quarteiiy  Journal  of  Eoonomics,  vol.  xziy,  pp.  85, 327;  reprintfed  in  Sen.  Doc.» 
No.  659,  61st  Cong.,  8d  Setsion,  Appendix  B. 
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down  such  conditions  precedent  to  the  conduct  of  the 
banking  business.  "  In  short,"  said  the  court,  "  when 
the  Oklahoma  legislatxu*e  declares  that  free  banking 
is  a  public  danger,  and  that  incorporation,  inspection, 
and  the  above  described  co-operation  [the  provision  of  a 
guaranty  fund  by  taxation]  are  necessary  safe-guards, 
this  court  certainly  cannot  say  that  it  is  wrong."  ^ 

This  litigation  had  been  conducted  with  bitterness 
on  both  sides  and  its  termination  was  a  relief.  While 
the  legal  problems  were  much  the  same  in  the  various 
states,  the  financial  and  administrative  questions  have 
differed,  and  the  experiences  of  the  various  states  require 
separate  consideration. 

I.  Oklahoma 

The  first  results  of  the  guaranty  legislation  in  Oklar 
homa  had  some  appearance  of  success.  The  state 
banks  gained  rapidly  in  nimiber  and  in  business,  while 
many  national  banks  surrendered  their  charters  and 
reorganized  under  the  state  law,  the  business  of  the 
remaining  national  banks  keeping  barely  steady.  For 
more  than  three  years  now  the  current  has  been  the 
other  way  and  the  Oklahoma  experiment  is  found  to 
have  cost  the  solvent  state  banks  in  five  years  more  than 
two  million  dollars.  Bank  after  bank  has  failed. 
Banks  in  large  nimibers  have  left  the  state  system  to 
enter  the  national  system  for  the  purpose  of  escaping 
the  heavy  assessments  levied  under  the  state  law.  The 
remaining  state  banks  have  now  forced  through  a  new 
law  limiting  more  closely  the  annual  assessments  for 
the  guaranty  fund,  and  have  been  compelled  to  take 

1  Noble  State  Bank  y.  Haskell.  210  U.  S.,  1(M,  31  Supreme  Court  Reporter,  186; 
ShaUenberger  ▼.  Fixst  State  Bank,  210  U.  8.  114,  31  Supreme  Court  Reporter,  180; 
Afloaria  State  Bank  ▼.  DoQey.  210  U.  8. 121, 31  Supreme  Court  Reporter.  180;  Abilene 
National  Bank  v.  Dolley,  33  Supreme  Court  Reporter  No.  10,  p.  400. 
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matters,  as  far  as  possible,  into  their  own  hands.  Such 
a  result  was  forecasted  in  the  articles  in  this  Journal 
three  and  four  years  ago. 

The  Oklahoma  laws  of  1907  and  1909  provided  for 
the  accumulation  of  a  guaranty  fund  of  five  per  cent 
of  the  deposits  of  the  state  banks,  out  of  which  the 
depositors  of  failed  banks  should  be  paid  the  amount 
of  their  deposits  as  soon  as  banks  closed,  no  matter 
whether  the  fund  had  reached  the  five  per  cent  maxi- 
mum or  not.  In  case  the  accumulations  in  the  fund 
should  ever  be  insufficient  to  pay  the  deposits  of  any 
failed  bank,  interest  bearing  warrants  were  to  be  issued 
to  the  depositors.  The  conclusion  from  a  study  of  the 
situation  in  1909  was  that  any  plan  that  provided  for 
payment  of  depositors  immediately  upon  the  closing  of 
the  banks  must  fail,  unless  as  a  matter  of  simple  luck 
failures  should  be  very  few  until  a  large  fund  could  be 
accumulated.^  The  luck  has  been  the  other  way. 
The  Oklahoma  crops  of  1910  and  1911  were  poor.  The 
crops  of  1912,  tho  on  the  whole  good,  were  not  sufficient 
to  restore  the  former  level  of  prosperity.  The  year 
1913,  except  in  the  cotton  raising  coimties,  has  been 
unfavorable.  The  real  estate  boom  that  had  been 
going  on  in  many  Oklahoma  towns  collapsed  in  1910 
and  the  succeeding  years.  Since  the  date  of  oxu*  former 
study,  therefore,  the  state  of  Oklahoma  has  not  enjoyed 
even  average  prosperity  for  the  working  out  of  the 
experiment  of  deposit  guaranty. 

No  fewer  than  twenty-seven  banks,  with  about 
$7,000,000  of  deposits,  have  failed  since  the  establish- 
ment of  the  guaranty  system,  or  have  been  liquidated 
with  the  aid  of  the  guaranty  fund,  and  at  least  two 
others  have  required  assistance  from  the  guaranty  fimd. 
These  failures,  however,  cannot  be  attributed  to  the 

>  Quarterijr  Journal  ol  Eocmomka,  toL  zxir,  p.  840, 
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adverse  agricultural  conditions.  Only  three  national 
banks  have  failed  in  Oklahoma  during  the  same  time. 
Many  of  the  state  bank  failures  must  be  due  to  reck- 
lessness and  incompetence. 

It  will  be  remembered  that  the  first  guaranty  law  of 
Oklahoma  was  enacted  immediately  after  the  creation 
of  that  state,  which  includes  what  was  formerly  Okla- 
homa territory  and  also  what  was  the  Indian  territory. 
The  territory  of  Oklahoma  had  had  a  banking  law  and 
bank  inspection  while  the  Indian  territory  had  not.  It 
resulted  that  a  great  many  banks  that  had  never  been 
supervised  were  thrown  imder  the  jurisdiction  of  the 
banking  department  of  the  state  of  Oklahoma.  It  was 
annoimced  *  that  all  were  examined  before  the  guaranty 
law  went  into  effect,  but  this  proves  not  to  have  been 
literally  true.  Results  indicate  also  that  the  examinar 
tions  were  in  many  cases  superficial  and  inefficient.  The 
report  of  the  Bank  Commissioner  about  that  time 
states  that  a  large  nimiber  of  banks  were  technically 
not  in  harmony  with  every  provision  of  the  laws.^  It 
was,  however,  felt  by  the  state  authorities  that  it  would 
be  imwise,  and  certainly  it  would  have  been  impopulax, 
to  put  these  banks  out  of  business.  Their  deposits 
were,  therefore,  guaranteed  and  they  remained  a  menace 
to  the  guaranty  experiment.  It  is  now  said  in  Okla- 
homa that  75  of  them  were  actually  insolvent.  This 
assertion  cannot,  of  course,  be  verified;  it  illustrates 
the  bad  feeling  caused  by  losses  and  consequent  heavy 
assessments  upon  the  solvent  banks. 

Perhaps  the  most  unfortimate  condition  of  all  has 
been  that  for  much  of  the  time  the  state  banking  depart- 
ment was  regarded  as  a  part  of  a  political  machine. 
The  department  seems  to  have  considered  it  necessary 

>  Ffnt  Annual  Beport  of  the  Bank  CommiMloiier,  p.  viii. 
t  Ibid.,  p.  ix. 
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to  make  a  showing  of  success  for  the  guaranty  law,  which 
was  a  political  measure.  When  it  was  no  longer  possible 
to  keep  a  bank  open  it  was  deemed  essential  to  pay  the 
depositors  at  once  even  if  prudence  would  have  dictated 
that  time  be  taken  for  exact  investigation  of  the  situa- 
tion. At  the  same  time  the  Banking  Board  feared 
the  political  effect  of  levying  on  the  solvent  banks 
assessments  su£5icient  to  cover  all  failures  as  they 
occurred.  It  was  beheved,  and  was  probably  true 
that,  if  the  limit  of  assessments,  two  per  cent  of  deposits 
per  anniun,  should  be  levied,  the  state  banks  would 
literally  rebel.  While  the  courts  would  imdoubtedly 
have  decided  that  the  banks  must  pay  the  full  assess- 
ments, in  practice  such  assessments  could  not  have 
been  enforced.  If  the  six  hundred  state  banks  had 
combined  to  resist  such  assessments,  court  decrees 
would  not  have  amounted  to  much  and  the  political 
prestige  of  Governor  Haskell  and  his  Bank  Commis- 
sioners would  have  suffered  irreparable  injury. 

Again,  there  have  been  more  than  a  few  cases  of  out- 
right dishonesty  in  the  administration  of  the  banks. 
The  present  Bank  Commissioner  of  Oklahoma  has  said 
that  the  heaviest  losses  of  the  past  few  years  could  have 
been  avoided  if  more  careful  scrutiny  had  been  given 
to  the  records  of  those  who  sought  permission  to 
organize  and  operate  banks.^  In  a  recent  conversation 
this  Commissioner,  Mr.  Lankford,  told  the  writer 
that  he  had  removed  twenty  bank  officers  and  prose- 
cuted sixteen  others  during  his  term. 

Some  rascals  come  into  every  new  country  and  every 
new  state  at  its  settlement.  That  there  have  been 
bad  men  in  Oklahoma  banks  will  not  surprise  those 
who  remember  how  Oklahoma  was  first  settled  by 
horsemen  who  lined  up  at  the  Kansas  or  the  Texas 

1  Prooeedings  of  the  OUahoma  Bankers'  Aeaoeiation,  1912,  p.  01. 
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border  and  at  a  signal  rode  for  the  choice  claims^  nor 
those  who  remember  that  for  years  the  Indian  terri- 
tory had  not  even  a  territorial  government,  justice 
being  administered  by  the  Indian  tribes  or  by  infrequent 
federal  process.  Good  men  predominated,  of  course. 
The  wonder  is  that  bad  men  have  been  so  few  and  are 
being  got  rid  of  so  fast. 

Now  a  record  of  nearly  thirty  bank  failures  in  five 
years,  with  almost  all  of  them  coming  in  three  years, 
has  not  been  equalled  in  the  United  States  for  a  long 
time,  the  most  recent  parallel  being  perhaps  the  experi- 
ence of  some  western  states  during  and  after  the  panic 
of  1893.  The  comparison  holds  good  with  respect  to 
some  of  the  Oklahoma  failures.  The  greater  number 
were  simply  a  result  of  collapse  after  rapid  settlement 
and  exploitation,  followed  by  a  period  of  agricultural 
adversity,  in  a  state  where  the  records  and  the  capacity 
of  bankers  were  not  closely  investigated,  and  where 
bank  examinations  were  in  too  many  cases  ineffective. 
These  are  not  the  cases,  however,  that  have  cost  the 
guaranty  fimd  any  great  part  of  the  two  million  dollar 
loss. 

It  will  be  instructive  to  consider  certain  failures  and 
see  how  they  affected  the  guaranty  fund,  or  have  been 
affected  by  it.  In  November,  1910,  the  Creek  Bank  & 
Trust  Company  of  Sapulpa  failed.  This  was  a  crooked 
failure  and  one  of  the  oflBcers  was  sentenced  to  the 
penitentiary.  September  10,  1912,  there  was  another 
failure  at  Sapulpa,  the  Farmers  and  Merchants  Bank, 
which  one  of  the  State  Banking  Board  told  the  writer 
was  the  worst  mass  of  filth  he  had  seen  in  Oklahoma 
banking.  Two  of  the  officers  were  in  jail  for  some  time 
for  failing  to  produce  some  of  the  books. 

The  Citizens  Bank  of  Moimtain  Park  failed  in  April, 
1911.     The  last  report  of  the  Bank  Conmiissioner  says 
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that  twenty-five  thousand  dollars  of  the  notes  held  by 
the  failed  bank  represented  fraudulent  transactions  of 
the  officers,  who  had  been  arrested  and  were  then  under 
bond  awaiting  trial.  ^ 

The  Bank  Commissioner  took  charge  of  the  Night 
and  Day  Bank  of  Oklahoma  City,  June  7,  1911.  This 
was  one  of  a  chain  of  Night  and  Day  Banks  operat- 
ing in  Memphis,  Tennessee,  Kansas  City,  Missouri, 
and  Little  Rock,  Arkansas.  Another  bank  in  Hot 
Springs  was  also  in  the  chain.  Abner  Davis,  Pres- 
ident of  the  Oklahoma  City  institution,  was  con- 
victed in  the  United  States  Court  at  Memphis,  in 
October,  1912,  with  five  others,  for  misuse  of  the  mails 
in  the  furtherance  of  fraudulent  bank  schemes.  He 
went  to  old  Mexico,  and  there  was  a  rumor  that  he  was 
thrown  into  jail  there  for  some  other  reason.  The 
following  amusing  incident  is  here  set  down  for  any 
bearing  it  may  have  on  the  quality  of  some  Oklahoma 
examinations  a  few  years  ago.  A  banker  who  was  then 
a  state  bank  examiner  in  Missouri  tells  the  writer  that 
he  was  in  Oklahoma  City  to  gather  some  information 
bearing  on  the  Kansas  City  institution,  and  that  one 
of  the  Oklahoma  examiners  was  assisting  him  by  look- 
ing over  the  books  of  the  affiUated  Oklahoma  City 
bank.  The  Oklahoma  City  examiner  came  back  to 
the  hotel  and  told  the  Missouri  examiner  that  every- 
thing must  be  all  right,  that  Abner  Davis  had  $30,000 
on  deposit  in  the  Night  and  Day  Bank  of  Oklahoma 
City.  The  Missouri  examiner  told  him  he  had  better 
go  back  and  look  again  and  make  a  thoro  investiga- 
tion of  that  account.  The  Oklahoma  examiner  in- 
sisted, however,  that  he  was  correct.  When  the  bank 
closed  a  short  time  later  it  developed  that  the  $30,000 
was  not  a  credit,  but  was  an  overdraft,  and  that  the 

1  Third  Bianmal  Report  of  Bank  Commisnoner,  p.  ziy. 
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examiner  had  been  deceived  because  the  amount  had 
been  carried  on  the  books  in  black  ink  instead  of  red. 

This  bank  finally  cost  the  guaranty  fund  about 
$400,000.  The  efforts  of  the  Banking  Board  to  save 
the  bank  by  guaranteeing  its  assets  to  successive 
purchasers  are  told  below. 

The  Farmers  State  Bank  of  Tushka  was  closed  in 
September  of  the  same  year.  It  cost  the  Fund  $26,000 
and  the  cashier  committed  suicide  as  soon  as  the  State 
Bank  Examiner  took  charge.^ 

The  First  State  Bank  of  Pryor  lost  its  capital  of 
$30,000  and  $30,000  besides,  but  the  stockholders  made 
good  the  loss  to  depositors.  This  failure,  therefore, 
cost  the  guaranty  fund  nothing. 

The  administration  of  the  banking  department 
during  this  time  of  numerous  bank  failures  has  been, 
of  course,  a  matter  of  extreme  difficulty.  The  law 
contemplated,  and  politics  demanded,  that  the  deposi- 
tors be  taken  care  of  at  once.  Yet  with  failure  after 
failure  coming,  and  with  the  banks  rebelling  against 
the  intolerable  assessments,  it  seemed  necessary  to 
resort  to  most  astonishing  expedients.  The  provision 
of  the  law  applicable  was  the  following: 

"  If  the  amount  realized  from  such  emergency  assess- 
ments shall  be  insufficient  to  pay  off  the  depositors 
of  all  failed  banks  having  valid  claims  against  said 
depositors'  guaranty  fund,  the  State  Banking  Board 
shall  issue  and  deliver  to  each  depositor  having  any  such 
unpaid  deposit,  a  certificate  of  indebtedness  for  the 
amount  of  his  unpaid  deposit,  bearing  six  per  cent 
interest."  * 

Instead  of  closing  insolvent  banks,  however,  and 
issuing  such  warrants  to  depositors,  the  State  Banking 

>  Ibid.,  p.  zvliL 

*  Banking  and  Trust  Compuiy  Uwi  of  OUahooiA,  effeoti^e  June  11»  1909,  Art.  n, 
8m.  3.    Itdios  are  the  writer'8. 
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Board  resorted  to  all  kinds  of  schemes  to  keep  the 
insolvent  banks  running,  hoping  against  hope  that  they 
might  be  restored  to  solvency  or  that  actual  collapse 
might  be  avoided  imtil  the  fund  could  be  replenished 
sufficiently  to  take  care  of  the  depositors.  For  these 
reasons  the  Board  borrowed  money  in  Oklahoma  and 
elsewhere,  issuing  warrants  therefor  against  the  guar- 
anty fund.  In  the  opinion  of  the  writer  authority  for 
such  warrants  existed  nowhere  in  the  law  either  specially 
or  by  implication.  Further,  the  Board  has  bought 
securities  from  banks  in  a  critical  condition  in  order 
to  provide  such  banks  with  cash;  has  made  deposits 
in  other  failing  banks;  and  has  frequently  induced 
one  bank  to  take  over  the  business  of  an  insolvent 
bank  by  guaranteeing  to  the  solvent  bank  the  assets 
of  the  insolvent  bank.  Such  efforts  to  postpone  the 
evil  day  do  not  often  succeed.  They  are  far  more  apt 
to  be  a  throwing  of  good  money  after  bad,  and  such 
procedxD^  has  been  bitterly  criticised  by  the  solvent 
state  banks,  who  believe  that  their  assessments  to 
meet  failures  have  been  greatly  increased  by  the  tem- 
porizing policy  of  the  Banking  Board.^ 

The  first  great  test  of  the  Oklahoma  guaranty  law, 
it  will  be  remembered,  came  with  the  failure  of  the 
Columbia  Bank  &  Trust  Company  of  Oklahoma  City 
late  in  1909.  That  still  remains  the  greatest  failure 
that  has  occurred  in  Oklahoma  banking,  both  from  the 
point  of  view  of  the  amount  of  deposits  involved  and 
from  the  point  of  view  of  loss  to  the  guaranty  fimd. 

In  the  former  study  of  the  guaranty  of  bank  deposits 
it  seemed  necessary  to  criticise  the  procedure  of  the 
Oklahoma  Banking  Department  in  beginning  to  pay 
depositors  without  any  adequate  inquiry  into  the  extent 
of  the  failure.     It  now  appears  that  the  department 

1  Prooeedlnai  o«  Om  Oklahoma  Banken'  AMOcUtiop,  1912.  p.  77. 
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was  even  more  reckless  than  was  then  supposed,  and 
that  it  did  not  even  first  prove  the  amount  of  notes  and 
secxu-ities  on  hand,  much  less  their  value.  The  result 
was  that  when  an  attempt  was  made  to  take  a  proof 
some  three  days  after  the  failure  there  was  a  discrep- 
ancy between  the  books  and  the  notes  of  more  than 
$70,000.  It  proved  impossible  to  locate  the  discrep- 
ancy, because  essential  records,  including  the  discount 
ledger  and  general  cash  journal,  had  absolutely  dis- 
appeared. So  far  as  the  writer  is  aware  they  have 
never  been  discovered. 

A  sale  of  certain  securities  to  Cobe  and  McKinnon  of 
Chicago  was  arranged  for  the  simi  of  $300,000  and  up  to 
January  30,  1911,  $248,000  had  been  received  from 
Cobe  and  McKinnon  by  the  Banking  Board.  Cobe  and 
McKinnon,  however,  were  at  that  time  claiming  large 
sums  from  the  Banking  Board  on  account  of  the  failure 
of  title  to  certain  items  which  they  had  included  in  their 
bid.  On  the  other  hand,  the  cost  to  the  Banking  Board 
of  releasing  from  liens  and  from  possible  bankruptcy 
proceedings  such  notes  and  securities  as  it  had  actually 
delivered  to  Cobe  and  McKinnon  had  been  $194,000,  or 
within  $54,000  of  the  whole  amount  the  Board  had 
received.^  The  writer  is  informed  that  litigation  over 
the  claims  of  Cobe  and  McKinnon  is  still  pending.  This 
one  failure  has  cost  the  Oklahoma  banks  $600,000. 
Almost  worse  than  the  actual  loss  have  been  the  suspi- 
cions and  recriminations  aroused  by  the  incidents  of 
the  failure  and  the  liquidation. 

In  January,  1911,  the  Banking  Board  made  a  sale 
of  460  shares  of  stock  of  the  Night  and  Day  Bank  of 
Oklahoma  City  to  C.  J.  Webster  and  his  associates 
with  the  agreement  that  the  $46,000  paid  in  by  Webster 
£hould  be  considered  an  asset  of  the  bank,  which,  with 

t  Report  on  Oklabom*  State  Guaranty  Fund  by  Arthur  Young  and  Co.,  p.  78. 
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surplus  and  profits,  should  be  kept  in  a  separate  account 
known  as  an  ''  indemnity  account,"  to  be  used  from 
time  to  time  to  indemnify  C.  J.  Webster  and  his  asso- 
ciates against  any  loss  of  any  kind  whatever  due  to 
impairment  of  capital  or  insufficiency  or  insolvency 
of  notes  or  other  securities  or  against  any  discrepancy 
in  the  accounts.  The  sum  of  $60,000  was  left  on  deposit 
by  the  Banking  Board  as  additional  security  to  Mr. 
Webster,  and  the  bank  was  kept  running.  Later  the 
bank  was  taken  over  by  the  Wilkin-Hale  State  Bank 
of  Oklahoma  City,  the  Banking  Board  taking  all  doubt- 
ful assets  not  accepted  by  the  Wilkin-Hale  State  Bank 
and  paying  the  latter  the  difference  between  the  liabili- 
ties assumed  and  the  assets  taken.  This  difference 
was  paid  largely  in  warrants  which  were  themselves 
only  paid  this  year.  The  cost  to  the  Banking  Board 
in  liquidating  the  Night  and  Day  Bank  had  been,  to 
January  1,  1913,  $366,000.^ 

The  Planters  and  Mechanics  Bank  of  Oklahoma  City 
was  allowed  to  run  long  after  its  desperate  condition 
was  known.  This  was  one  bank  from  which  the  Bank- 
ing Board  purchased  certain  securities  in  an  effort 
to  keep  it  going.  As  early  as  July,  1910,  the  Banking 
Board  was  depositing  money  in  it,  and  was  bujing 
securities  from  it,  in  an  effort  to  strengthen  its  reserve.* 
The  bank  was  not  closed,  however,  until  April  6,  1911. 
Bankers  expect  the  failure  to  cost  the  guaranty  fimd 
about  $300,000. 

At  Durant,  the  Banking  Board  deposited  $25,000 
in  the  Guaranty  State  Bank  as  security  against  any       p 
loss  it  might  sustain  in  liquidating   the   Oklahoma 
State  Bank. 

1  Third  Biennial  Report  of  the  Bank  Conunianoner,  p.  xv. 

*  Report  on  Oklahoma  State  Quarantjr  Fund  by  Arthur  Young  and  Co.,  p.  77. 
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At  Muskogee^  the  Alamo  State  Bank  took  over  certain 
assets  of  the  Oklahoma  Trust  Company,  and  assmned 
certain  liabilities.  Later  it  was  reported  that  the 
Alamo  State  Bank  was  itself  not  in  a  condition  to 
continue  business  without  additional  capital.  The 
Union  State  Bank  was  therefore  organized  to  take  over 
the  business  and  to  it  the  State  Banking  Board  paid 
S40,000  as  a  part  of  its  capital,  the  Board  holding  the 
shares  as  security  for  its  advances.^  The  load  has 
proved  too  heavy  for  the  Union  State  Bank  and  it  has 
just  been  closed  (September  13,  1913). 

At  Sapulpa  and  Ochlelata  new  banks  were  organized 
to  assume  the  deposit  liabilities  of  failed  banks,  under 
guaranty  of  assets  by  the  State  Banking  Board.  At 
Oklahoma  City  in  a  recent  case  the  Banking  Board 
issued  a  large  amount  of  warrants  to  enable  a  failing 
bank  to  continue  in  business  under  a  new  management. 
This  case  was  in  the  mind  of  a  banker  who  said  in  sub- 
stance at  the  meeting  of  the  State  Bankers'  Section 
of  the  Oklahoma  Bankers'  Association  last  May: 
"  There  will  be  a  meeting  of  the  Executive  Committee 
after  the  close  of  this  session.  I  want  the  state  bank 
examiners  who  are  present  to  remain  for  that  meeting. 
I  want  them  to  explain  how  it  is  possible  for  a  bank 
under  their  jurisdiction  to  fail  for  $140,000." 

This  bank  illustrates  some  vicious  tendencies  of  bank 
deposit  guaranty  unsupported  by  the  strictest  control 
of  bank  organizations.  Its  president  was  a  man  who 
years  ago  established  a  small  bank  in  Oklahoma  City  and 
so  failed  to  win  the  confidence  of  the  conununity  that  he 
finally  went  out  of  business.  Under  the  guaranty 
system  he  went  into  business  again  on  a  much  larger 
scale.     He  obtained  deposits  of  about  $300,000,  and 

*  Report  cm  Oklahoina  State  Guaranty  Fund,  p.  91. 
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it  has  cost  the  Banking  Board  about  $190,000,  less 
salvage,  to  save  the  depositors. 

Still  another  Oklahoma  City  case  took  $30,000  out 
of  the  guaranty  fund.  It  is  astonishing  what  a  heavy 
proportion  of  all  the  losses  has  occurred  at  Oklahoma 
City.  An  Oklahoma  City  banker  estimates  the  losses 
to  the  fund  in  his  own  city  at  $1,670,000  (the  exact 
cost  depends  on  the  result  of  the  liquidations).  This 
may  be  high,  but  at  any  rate  approximately  three 
dollars  out  of  every  four  the  fund  has  lost  have  been 
lost  in  Oklahoma  City,  the  metropolis  and  now  the 
capital.  The  effect  of  unfavorable  economic  conditions 
has  been  cumulative  upon  those  banks  at  the  capital 
that  from  recklessness  or  inexperience  have  not  been 
able  to  keep  clear  of  bad  paper,  or  in  one  case  perhaps 
have  not  tried.  It  has  been  already  pointed  out 
that  an  inevitable  effect  of  a  state-administered  sys- 
tem of  deposit  insurance,  or  guaranty,  is  that  the  state 
cannot  limit  the  size  of  single  risks.  Nor  can  it  avoid 
the  ''  conflagration  hazard ''  by  fixing  a  maximum  of 
risk  that  it  will  assume  in  a  single  locality. 

The  cases  described  sufficiently  illustrate  f  ailiu'es  and 
liquidations.  They  are  a  sorrowful  story,  even  tho 
not  all  failures  were  dishonest  and  not  all  liquidations 
wasteful.  The  procedure  of  the  Banking  Board  in 
many  cases  where  banks  were  in  difficulty  seems  to 
the  writer  outside  the  law  as  it  existed  before  the  last 
session  of  the  legislature.  The  law  contemplated 
that  the  Banking  Board  should  pay  the  depositors 
after  failure,  not  that  the  Board  i^ould  try  to  avert 
failure  by  depositing  money  in  failing  banks,  buying 
their  secmities  or  guaranteeing  their  assets.  How 
competent  business  men  could  do  such  incredible 
things  can  be  explained  in  only  one  way.  To  repeat, 
these  expedients  were  resorted  to  under  the  pressure 
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of  real  or  supposed  necessity,  that  of  preventing  the 
actual  closing  of  the  banks  in  such  numbers  as  to  break 
down  the  guaranty  system.  The  writer  was  present 
this  year  at  the  meeting  of  the  State  Bankers'  Section 
of  the  Oklahoma  Bankers'  Association.  One  of  the 
new  members  of  the  State  Banking  Board  nominated 
by  the  State  Bankers  themselves  arose  and  said  that 
he  had  formerly  been  of  the  opinion  that  the  effort  to 
keep  insolvent  institutions  going  was  wrong,  but  that 
since  becoming  a  member  of  the  State  Banking  Board 
and  having  an  opportunity  to  look  at  things  from  the 
inside  he  was  not  sure  that  there  had  been  any  other 
way.  He  was  of  the  opinion,  however,  that  it  would 
be  no  longer  necessary  to  postpone  the  closing  of  insol- 
vent banks,  because  the  new  Oklahoma  law  adopted 
this  year  provides  for  smaller  maximum  assessments 
than  before,  and  so  seems  to  contemplate  a  condition 
wherein  the  issue  of  warrants  to  pay  depositors  of  failed 
banks  may  be  regarded  as  for  the  present  the  normal 
method  of  making  such  payment. 

This  brings  us  to  a  consideration  of  Oklahoma  legisla- 
tion since  the  article  in  this  Journal  three  years  ago. 
In  1911,  there  was  an  amendment  of  the  guaranty  act 
providing  that  trust  companies  should  not  have  the 
benefit  of  the  act  and  providing  that  the  guaranty 
fund,  when  collected,  should  be  deposited  with  the  bank 
by  which  it  was  paid,  and  that  a  special  certificate,  or 
certificates,  should  be  issued  therefor  to  the  Bank  Com- 
missioner, such  certificates  bearing  interest  at  4  per  cent 
per  annum.  Changes  made  by  the  act  of  1913  have  been 
very  important.  The  state  banks  had  found  intoler- 
able a  condition  imder  which  they  had  been  assessed 
four  and  one-half  per  cent  of  their  deposits  in  five  years, 
and  they  told  the  politicians  that  if  they  would  place 
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the  State  Banking  Board  in  the  hands  of  the  bankers 
themselves,  the  bankers  would  serve  without  salary. 
The  act,  therefore,  provides  for  the  organization  of  the 
State  Bankers'  Association  with  one  representative 
from  each  bank.  This  association  nominates  three 
persons  from  whom  the  Governor  is  to  choose  the  Bank 
Commissioner  and  nine  persons  from  whom  the  Gover- 
nor is  to  select  three  other  members  of  the  Banking 
Board.  The  Conmiissioner  and  the  three  other  mem- 
bers so  selected  are  the  Board.  This  is  the  first  instance 
in  America  of  conferring  upon  a  Bankers'  Association 
the  power  of  making  nominations  for  public  offices. 

The  three  members  of  the  Banking  Board  selected 
by  the  Governor  from  the  nominees  of  the  Bankers' 
Association  are  John  J.  Gerlach,  A.  D.  Kennedy,  and 
W.  F.  Barber,  all  recognized  as  sound  and  experienced 
bankers. 

Under  the  act  of  1009,  the  Banking  Board  had  author- 
ity to  levy  emergency  assessments  up  to  two  per  cent 
of  the  average  daily  deposits,  but  the  Board  had  never 
dared  to  make  emergency  assessments  exceeding  one 
per  cent.  It  is  now  provided  that  the  regular  assess- 
ments of  one-fifth  of  one  per  cent  of  deposits  shall  not 
be  exceeded  except  in  the  fiscal  years  1914,  1915  and 
1916,  when  the  assessments  may  reach  two-fifths  of 
one  per  cent.  Oklahoma  State  bankers  are  inclined 
to  regard  this  as  a  great  improvement  in  the  law. 
It  may  be  doubted,  however,  whether  any  law  which 
diminishes  the  amount  of  taxation  permissible  for  the 
replenishment  of  an  insolvent  fimd  can  be  regarded  as 
an  improvement.  It  is  significant  that  the  permanent 
guaranty  fund  to  be  accumulated  is  now  reduced  to 
two  per  cent  of  deposits  instead  of  five,  altho  practi- 
cally neither  amount  could  be  reached  for  years,  if 
ever. 
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The  new  law  follows  the  Nebraska  law  in  not  collect- 
ing the  assessments  until  they  are  needed.  Nebraska 
banks  enter  the  amounts  of  the  assessments  on  their 
books  to  the  credit  of  the  State  Banking  Board.  Okla- 
homa banks  pay  with  cashier's  checks,  not  bearing 
interest,  and  the  checks  are  to  be  held  by  the  Banking 
Board  till  needed.  It  is  not  an  element  of  strength  in 
any  insurance  scheme  to  leave  the  collection  of  premiums 
until  a  loss  occurs.  One  supposes  that  cashier's  checks 
are  taken  instead  of  book  credits  in  the  belief  that 
bankers  objecting  to  assessments  would  pay  their  own 
cashier's  checks,  when  they  might  possibly  refuse  to 
pay  drafts  by  the  Banking  Board  against  a  guaranty 
account  set  up  on  the  bank's  ledger.  To  secure  its 
liabilities  to  the  Depositors'  Guaranty  Fimd,  every 
state  bank  is  now  required  to  deposit  with  the  Board 
bonds  or  warrants  equal  to  one  per  cent  of  its  deposits, 
but  not  less  than  $500  in  any  case.  Some  banks  have 
refused  to  do  this,  but  have  not  yet  been  closed  for 
refusing. 

Guaranty  Fund  Warrants  can  now  legally  be  issued 
to  any  concern  that  will  take  them  instead  of  merely 
to  depositors  of  failed  banks,  as  the  law  read  before. 
That  is,  the  Board  can  borrow  money  and  so  pay 
depositors  in  cash.  State  bankers,  therefore,  say  that 
they  have  fimded  their  debt.  To  make  a  market  for 
the  warrants,  they  are  made  legal  security  for  public 
fimds  and  for  any  deposits  which  foreign  corporations 
are  required  to  make  in  the  office  of  the  State  Treasurer. 
Further,  they  are  made  non-taxable  for  any  purpose 
whatever.  Any  bank  may  deduct  its  holdings  of 
Depositors'  Guaranty  Fund  Warrants  when  returning 
its  capital  for  taxation.  Such  are  the  means  employed 
to  bolster  up  the  paper  of  the  guaranty  system. 
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The  criminal  provisions  of  the  banking  laws  were 
greatly  strengthened  because  it  had  been  found  in 
practice  almost  impossible  to  obtain  convictions  for 
bank  wrecking.  Juries  are  sympathetic  because,  up 
to  date,  no  depositor  of  a  state  bank  has  lost  any  money; 
and  since  no  one  in  the  community  has  lost  anything 
the  atmosphere  is  not  favorable  to  the  administration 
of  pimishment.^ 

These  constantly  recurring  losses  in  Oklahoma  City 
and  elsewhere,  aggregating  $2,000,000,  have  made  it 
necessary  to  assess  the  state  banks  an  average  of  one 
per  cent  per  annum  on  their  deposits,  a  total  of  about 
$1,750,000.  Yet  the  fimd  owed  in  June  some  $418,- 
926.56  of  unpaid  warrants  with  only  $35,000  on  hand.* 
Now  one  per  cent  of  deposits  is  from  four  to  seven  per 
cent  of  the  capital  of  the  average  Oklahoma  state 
bank,  depending  on  the  season.  Such  a  recurrent  drain 
in  lean  crop  years  has  become  unendurable.  To  bring 
this  home,  the  following  table  gives  special  instances 
told  the  writer,  the  names  of  the  banks  affected  being, 
of  coiu'se,  omitted. 

In  four  yean  one  bank  with  $50,000  capital  paid  $13,000  in  assessments 


60,000 

10,000 

50,000 

15,000 

10,000 

1,300 

15,000 

3,000 

5,000 

2,255 

30,000 

20,000 

1  "  B.  C.  Burnett, '  Not  Guilty/  '*—  '*  After  a  ■omewhatvtrenttous  trial  B.  C.  Burnett, 
one  d  the  oiBoera  ol  the  failed  Sapulpa  Bank,  wae  declared  not  guilty.  The  bank  wae 
in  bad  ihape  about  three  srean  and  was  permitted  to  remain  open  by  the  banking  board 
to  reduoe  the  Guaranty  Fund  liability,  which  wae  done.  The  verdiot  of  the  Juiy  is 
in  line  with  aeveral  other  verdicts  which  established  the  belief  that  it  is  praotioaUy 
impossible  to  convict  a  banker  on  a  loss  to  the  Guaranty  Fund.  However,  the  Burnett 
ease  was  not  tried  under  the  new  law  paawd  by  the  last  legislature  which  is  far  more 
explicit  and  staingent  than  the  old  one."     Oklahoma  Banker,  voL  IV,  p.  870. 

In  Kansas  the  situation  is  veiy  unlike  this.  There  a  banker  accused  of  crime  is 
thought  to  have  veiy  little  chance  with  a  jury. 

>  Letter  from  the  Bank  Commissioner. 
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The  manager  of  the  first  bank  in  the  table  said  to  the 
writer:  "  That  $13,000  would  look  good  now,  if  I  had 
it  in  my  surplus  accoimt."  The  last  bank  in  the  table 
has  since  found  it  necessary  or  desirable  to  merge  with 
another  institution. 

Many  bankers  have  not  been  satisfied  to  wait  under 
such  crushing  burdens  for  the  enactment  of  legislation 
limiting  the  emergency  assessments  for  the  guaranty 
fund.  From  January  1,  1910,  to  April  21,  1913,  101 
state  banks  in  Oklahoma  entered  the  National  System. 
A  few  banks  had  ab*eady  taken  this  step  by  the  open- 
ing of  1910.  Only  7  more  followed  in  that  year, 
altho  the  liquidation  of  the  Columbia  Bank  and  Trust 
Company  and  the  emergency  assessment  levied  in 
connection  with  that  failure  were  bitterly  resented. 
In  January,  1911,  the  decisions  in  the  guaranty  cases 
were  announced  and  in  March,  a  further  emergency 
assessment  of  one  per  cent  was  made.  During  1911, 
therefore,  no  fewer  than  65  banks  nationalized.  The 
movement  continued  all  through  1912,  when  21  banks 
left  the  state  system.  There  has  been  no  sign  of  a 
weakening  of  this  tendency  this  year,  8  banks  having 
nationalized  up  to  April  21st.^  Many  thought  to 
escape  assessments  already  levied,  but  the  courts  hold 
that  national  banks  are  liable  for  assessments  levied 
upon  them  before  their  nationalization  and  while  they 
were  yet  state  banks.  It  is  announced  that  suits  will 
be  filed  to  collect  such  levies.  These  101  banks  have 
a  total  capital  of  more  than  $3,500,000,  and  the  loss  to 
the  state  system  is  very  considerable.  Besides  the 
banks  that  have  converted  or  reorganized,  10  banks, 
to  the  close  of  1912,  have  consolidated  with  existing 
national  banks.  Twenty-eight  of  the  101  banks 
nationalized  and  3  of  the  state  banks  that  consolidated 

*  Letter  from  tlie  Comptroller  of  the  Carrenoj. 
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with  national  banks  had  themselves  been  conversions 
from  the  national  system.  One  of  the  most  striking 
incidents  of  the  early  years  of  the  Oklahoma  experiment 
was  the  large  nmnber  of  banks  that  left  the  national 
system  and  entered  the  state  system  because  of  the 
increase  in  deposits  that  was  observed  to  accrue  to 
state  banks.  It  is  interesting  to  see  how  many  of  these 
and  how  many  of  the  other  state  banks  found  the  burden 
of  guaranty  assessments  intolerable. 

According  to  the  reports  of  the  Bank  Conmiissioner^ 
some  50  other  state  banks  left  the  state  system  between 
January  1,  1910,  and  January  11,  1913,  by  liquidating 
or  by  consoUdating  with  other  state  banks. 

It  must  not  be  thought  that  all  state  banks  have  na- 
tionalized that  could  do  so.  The  Bank  Commissioner's 
report  published  last  December  shows  113  state  banks 
with  capitals  of  $25,000  or  more,  all  of  them,  that  is,  large 
enough  to  enter  the  national  system.  Doubtless  some 
of  them  were  otherwise  not  in  condition  to  nationalize, 
but  many,  or  most  of  them,  could  have  done  so  if  their 
officers  had  believed  the  change  advantageous.  Of 
course  the  little  banks  with  capital  of  $5000  to  $20,000 
cannot  ordinarily  nationalize  without  raising  more 
capital  than  it  is  convenient  for  their  stockholders  to 
supply,  or  more  than  their  business  requires.  Many 
banks  remain  in  the  state  system,  and  many  new  state 
banks  are  organized,  despite  the  guaranty  taxes. 

The  reports  of  the  Bank  Commissioner  show  that 
from  January  1,  1910,  to  November  26,  1912,  114  state 
banks  were  organized  with  $1,987,000  capital.  New 
banks  were  organized  at  almost  as  rapid  a  rate  during 
the  first  half  of  the  present  year.  There  is  a  craze  to 
''  start  banks,"  and  they  are  being  organized  in  excess 
of  economic  need.  The  Bank  Conmoissioner  said  a 
year  ago  that  there  were  on  file  more  than  300  appli- 
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cations  for  state  bank  charters.^  In  view  of  the  ease 
with  which  new  banks  obtain  deposits,  their  deposits 
being  guaranteed,  the  numerous  applications  for  char- 
ters were  regarded  as  a  public  danger.  The  Commis- 
sioner, without  authority,  had  denied  some  applications, 
and  the  legislation  of  this  year  has  put  the  issuance 
of  bank  charters  entirely  in  the  discretion  of  the  Com- 
missioner and  the  Banking  Board.  This  provision  is 
liked  by  the  bankers,  who  see  danger  in  the  organization 
of  numerous  weak  banks.  Certainly  no  one  will  quarrel 
with  rigid  investigation  of  every  applicant  for  a  bank 
charter.  His  experience,  ability,  and  integrity  should 
be  established  conclusively.  But  when  a  man  of  experi- 
ence, ability,  and  integrity  desires  to  establish  a  bank  in 
a  given  locality,  is  it  for  any  public  officer  to  deny  him 
the  right  to  do  so  ?  If  the  organization  of  the  bank 
would  be  a  business  mistake,  and  an  unprofitable 
venture,  has  not  our  country  grown  and  prospered  by 
allowing  its  citizens  the  privilege  of  making  their  own 
ventures  and  their  own  mistakes  ?  The  same  considera- 
tions apply  to  the  fixing  by  the  Bank  Conmiissioner  of 
the  maximum  rate  of  interest  on  deposits.  This  is 
done  in  Kansas  and  Oklahoma.  The  object  is  the 
prevention  of  reckless  overbidding.  The  result  is  a 
"  fixing  of  prices,"  an  interference  with  the  freedom  of 
contract,  such  as  has  been  thought  unwise  in  modem 
times.* 

1  Prooeedmoi  of  the  Okkhomft  Bankers'  Aeiodation,  1912,  p.  87. 

*  The  maTJmii  fixed  by  the  Bank  Commiaaioiier  of  OUahoma  an: 
8  %  on  acoountB  of  banks,  insuranoe  companies,  ete. 

3  %  on  oertifioates  of  deposit  90  dsys  or  more. 

4  %  on  oertificales  of  deposit  6  months  or  more. 
4  %  on  savings  aooounts. 

No  interest  on  olieoking  aooonnts,  exoept  8%  on  pnbtto  funds. 
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The  following  table  shows  the  drift  first  to  the  state 
guaranty  system  and  then  to  national  banking  (in 
$1000):  — 
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The  state  system,  beginning  with  470  banks  and 
$25,000,000  of  deposits  in  1908,  when  the  guaranty 
legislation  went  into  effect,  grows  rapidly  in  number  of 
banks  and  in  business  for  three  full  years,  until  the 
state  banks  number  695  and  the  deposits  amount  to 
$60,000,000.  Even  the  failure  of  the  Columbia  Bank 
and  Trust  Company  in  September,  1909,  does  not  stop 
the  organization  of  new  banks  and  the  conversion  of 
national  banks  into  state  institutions.  The  national 
banks  fall  off  nearly  100  in  number,  and  the  deposits 
of  those  remaining  show  only  a  normal  growth. 

The  national  banks,  however,  begin  to  gain  in  num- 
bers and  deposits  a  year  before  the  state  banks  begin  to 
lose,  in  fact  while  the  latter  are  still  gaining.  There 
were  219  national  banks  in  January,  1910,  and  326  in 
August,  1913.  Their  deposits  grew  from  $50,000,000  to 
$76,000,000.  So  many  state  banks  left  the  state 
system,  and  so  many  liquidated  or  failed,  that  the  695 
of  January,  1911,  fell  to  596  in  August,  1913,  while 
deposits  decreased  from  $60,000,000  in  the  former  year 
to  $42,000,000  in  the  latter.  Part  of  the  growth  of  the 
state  system  from  1908  to  1911  partook  of  the  nature 
of  a  craze.  Another  part  was  due  to  the  inflation  of 
loans.  Much  of  it  was  sound,  legitimate  growth, 
which,  as  the  table  shows,  has  been  maintained.  There 
are  126  more  state  banks  in  Oklahoma  than  when  the 
guaranty  system  went  into  operation,  and  their  deposits 
are  $17,000,000  greater.  Subsequent  developments 
have  not  invalidated  this  conclusion  stated  foiu-  years 
ago:  "  Given  assurance  (of  the  safety  of  deposits)  which 
it  considers  adequate,  the  public  will  make  greater  use 
of  banks  and  more  banks  will  be  established.'' 

In  spite  of  all  the  failures,  the  people  of  Oklahoma 
have  not  lost  faith  in  deposit  guaranty  as  there  admin- 
istered.    People  have  left  deposits  in  banks  that  they 
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knew  would  faU.  After  failure  many  depositors  have 
to  be  reminded,  some  of  them  repeatedly,  to  call  and 
get  their  money.  One  of  the  members  of  the  Banking 
Board,  who  was  in  Sapulpa  when  a  bank  failed  there, 
says  that  a  dog  fight  in  the  street  would  have  drawn  a 
bigger  crowd.  The  people  have  experienced  no  losses 
from  the  state  bank  failures  of  the  last  five  years.  They 
refuse  to  worry  over  failures  present  and  to  come.  It 
is  not  good  for  a  community  that  under  its  banking 
system  the  depositor  takes  no  thought  whatever  for  the 
safety  of  his  deposit. 

Many  bankers  would  like  to  see  the  guaranty  law 
repealed,  but  recognize  that  repeal  is  for  the  present 
hopeless.  Meantime  they  want  the  state  to  pay  part 
of  the  excessive  losses  they  have  sustained  in  assess- 
ments for  the  fimd.  The  Bank  Commissioner  favors 
having  the  state  pay  any  losses  in  excess  of  the  regular 
annual  assessment  of  one-fifth  of  one  per  cent.  He 
says  banks  would  get  better  results  in  the  courts  if  the 
tax-payers  had  a  direct  interest  in  the  enforcement  of 
the  banking  laws.^  One  of  the  members  of  the  Banking 
Board  issued  a  circular  letter  this  year,  in  his  private 
capacity,  stating  that  the  Governor  of  Oklahoma,  Mr. 
Cruce,  had  recommended  that  the  state  should  help  in 
defraying  the  extraordinary  expense  the  guaranty  sys- 
tem had  brought  upon  the  banks.  The  circular  called 
upon  the  banks  to  inaugurate  a  campaign  for  such  relief. 

Is  this  to  be  the  end  ?  Will  the  state  of  Oklahoma 
decide  that  the  guaranty  of  bank  deposits  is  impracti- 
cable, discontinue  the  guaranty  fimd,  and  assume  its 
liabilities  ?  There  is  little  discussion  of  such  an  out- 
come now,  but  obviously  the  state  must  in  some  way 
stop  the  terrific  drain  on  its  banks.  The  boldest  opti- 
mist cannot  hope  that  the  drain  will  cease  of  itself. 

1  Prooeedinffi  of  the  OUaliomm  Banken*  Asiooiation,  1912»  p.  01. 
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Recurrent  failures  and  rumors  that  some  other  banks 
are  unsound  in  a  year  when  short  crops  make  collections 
slow  indicate  little  chance  for  the  guaranty  fund  to 
pay  its  debts  and  gain  a  working  balance.  After  collect- 
ing assessments  of  $1,778^849.36  from  the  beginning  of 
the  system  m  1908  to  May  1,  1913,  the  State  Banking 
Board  had  warrants  outstanding  June  1  of  $418,926.56, 
with  only  about  $35,000  cash  on  hand.^  Abandonment 
or  reconstruction,  there  are  no  other  ways.  Which  of 
these  courses  will  be  followed  depends  on  which  takes 
the  popular  fancy,  and  that  in  turn  depends  on  which 
has  the  most  attractive  advocacy.    Prediction  is  futile. 

The  plan  has  failed,  to  repeat,  because  the  loss  ex- 
perienced has  far  outrun  the  theoretical  ratio.  The 
reasons  of  the  heavy  losses,  as  they  have  been  narrated 
in  the  foregoing  discussion,  may  be  here  siunmarily 
restated:  (1)  The  Banking  Department  was  for  a  long 
time  in  politics.  (2)  Unsound  banks  were  admitted  and 
guaranteed  at  the  outset.  (3)  The  record  of  bankers 
has  not  been  properly  traced.  (4)  There  has  been  pro- 
crastination in  closing  insolvent  banks  and  timidity  in 
the  face  of  losses.  (5)  Economic  conditions  have  been 
somewhat  adverse.  (6)  The  guaranty  of  deposits  has 
relieved  depositors  of  all  necessity  for  care  in  selecting 
banks. 

The  first  four  of  these  reasons  are  not  arguments 
against  deposit  guaranty,  because  they  arise  from  con- 
ditions that  can  be  corrected.  Politics  can  be  meas- 
urably eliminated  from  the  administration  of  state 
banking  departments.  The  records  of  men  who  wish 
to  organize  banks  can  be  foimd  out.  Reasonably 
efficient  bank  examinations  can  be  had,  and  weak  banks 
can  be  closed  without  the  wasteful  temporizing  that  we 
have  seen  in  Oklahoma.      Can  any  guaranty  plan, 

>  Leiten  from  Hon.  J.  D.  Lankford,  Bank  Commudoner. 
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however,  withstand  seasons  of  bad  crops,  and  can 
any  plan,  otherwise  adequate,  maintain  the  interest  of 
the  depositor  in  the  soundness  of  his  bank  ?  It  is  by 
these  tests  that  the  guaranty  principle  must  stand  or 
fall.  A  heavy  presumption  arises  against  the  principle 
because  of  the  failure  of  its  application  in  Oklahoma. 
We  cannot  insist  upon  this  presumption,  however,  imtil 
we  have  compared  Oklahoma  with  the  other  states, 
whose  guaranty  systems  have  so  far  not  collapsed.  In 
the  coimse  of  such  comparison  we  may  conjecture 
whether  Oklahoma  depositors  would  have  retained 
interest  in  their  banks  if  the  law  had  provided  that  in 
the  event  of  failures  depositors  should  be  paid  only  after 
the  affairs  of  the  banks  had  been  wound  up. 

II.  Kansas 

At  the  time  of  our  discussion  four  years  ago,  the 
enforcement  of  the  Kansas  Guaranty  Act  had  been 
temporarily  enjoined.  The  injunction  was  dissolved 
by  the  United  States  Circuit  Coiuli  of  Appeals,  and 
operations  under  the  Act  were  resumed  in  1910,  altho 
it  was  not  until  1911  that  the  case  was  finally  decided 
by  the  Supreme  Coiuli. 

Participation  in  the  guaranty  is  optional  with  the 
banks,  and  only  one  guaranteed  bank  has  failed. 
That  was  the  Abilene  State  Bank,  which  was  closed  in 
September,  1910,  wrecked  by  the  defalcations  of  its 
cashier,  who  is  now  in  the  state  penitentiary.  The 
ICansas  plan  wisely  provides  that  depositors  shall  not 
be  paid  imtil  all  assets,  including  the  stockholders' 
liability,  have  been  realized  upon  so  far  as  possible,  and 
the  affairs  of  the  bank  wound  up.  In  the  meantime, 
certificates  of  indebtedness  are  issued  to  the  depositors. 
In  the  Abilene  case  certificates  amounting  to  $46,809.76 
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are  held  by  the  creditors,  or  rather  in  most  cases  have 
been  sold  to  the  other  Abilene  banks.  The  other  banks 
were  satisfied  to  take  them  in  order  to  get  the  business 
of  the  depositors  of  the  failed  bank,  particularly  as  the 
certificates  bear  six  per  cent  interest. 

The  assessments  for  the  Kansas  Guaranty  Fund  are 
very  small.  One  twentieth  of  one  per  cent  per  annum 
is  levied  on  the  amount  of  deposits  of  each  participating 
bank,  less  its  capital  and  surplus.  This  encouragement 
to  the  provision  of  a  substantial  capital  and  the  accu- 
mulation of  a  good  surplus  is  wise;  and  the  framers 
of  the  law  fixed  small  assessments,  believing  that  since 
losses  were  only  payable  after  final  liquidation,  it  would 
be  imnecessary  to  build  up  a  large  fund  soon.  Besides 
the  regular  assessment,  however,  four  emergency 
assessments  can  be  levied  any  year,  making  a  total  of 
one-fourth  of  one  per  cent. 

A  fund  has  now  been  accumulated  of  $111,159.54 
and  the  banks  have  deposited  $355,977.10  in  mimicipal 
bonds,  school  bonds,  and  the  like  to  guarantee  the  pay- 
ment of  futiu-e  assessments.  Such  deposits  are  required 
in  the  amount  of  $500  of  bonds  for  every  $100,000  of 
deposits. 

Rather  more  than  half  the  state  banks  take  advan- 
tage of  the  possibility  of  having  their  deposits  guaran- 
teed, which  is  virtiially  to  insure  them  in  the  State 
Guaranty  Fund.  The  figures  in  Jime  of  this  year  stood 
as  follows:^ 

Number  Capital  Deponto 

Guaranteed  Banks     472         $9,979,800         $71,040,906 

Unguaranteed  Banks 446  8,327,600  42,707,937 

Some  changes  have  been  foimd  necessary  in  the  law. 
The  provision  excluding  from  the  guaranty  deposits 

*  Letter  from  the  Bask  Gomtniiioper. 


Digitized  by 


Google 


96  QUARTERLY  JOURNAL  OF  ECONOMICS 

bearing  interest^  and  excluding  from  participation  in 
the  plan  banks  paying  more  than  three  per  cent  interest 
on  any  class  of  deposits  have  been  fomid  too  stringent.^ 
The  law  now  provides  that  all  deposits  not  otherwise 
secured  shall  be  guaranteed.  It  provides  ftuther  that 
the  Bank  Commissioner  shall  fix  for  each  county  a 
maximum  rate  which  the  banks  in  that  county  may  pay 
on  deposits.  The  Commissioner  has  fibced  rates  vary- 
ing from  three  to  five  per  cent,  since  the  Kansas  counties 
differ  widely  among  themselves  in  resources  and  capital.* 
Any  bank  officer  who  shall  pay  interest  in  excess  of  the 
rate  fixed  by  the  Commissioner^  or  on  different  terms 
than  he  prescribes  ''  shall  be  deemed  to  be  reckless,  and 
may  be  removed  from  office  as  provided  by  law."  * 

The  rate  on  certificates  issued  to  depositors  in  case  of 
insolvency  remains  six  per  cent,  in  the  case  of  deposits 
that  bore  no  interest.  In  other  cases,  the  warrants 
bear  the  same  rate  the  depositor  was  to  receive  under 
his  contract  with  the  bank.  As  the  law  stood  originally, 
the  holder  of  a  three  per  cent  certificate  of  deposit  would 
receive  six  per  cent  after  the  failure  of  the  bank/ 

Banks  whose  entire  deposits  are  guaranteed,  either  by 
the  Bank  Depositors'  Guaranty  Fund  of  the  State  of 
Kansas  or  by  a  surety  company,  are  now  relieved  from 
giving  ftuther  security  for  public  deposits,  except  the 
deposits  of  the  state  itself.^ 

It  will  now  be  well  to  examine  the  relative  progress 
of  the  state  and  national  banks  in  Kansas  during  the 

>  See  Quftrteriy  Jounul  of  Eoonomifls,  vol.  xxkr,  p.  351. 

a  William  ABeo  White  wttym  in  The  Real  iMue  —  "  Kaane,  like  Gaul,  ia  divided 
into  three  parta."  Theae  parte  oorzeapoad  to  the  Commieiioner'a  olaewifiwition  of 
S,  4,  and  5  per  cent  ooontiea. 

*  LawB  of  Kiiniiae,  1011,  ehap.  61,  aeoa.  1  and  3. 
«  Ibid.,  ehap.  62. 

•  Ibid.,  ehap.  68. 
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time  it  has  been  iKMssible  for  the  state  banks  to  have  their 
deposits  guaranteed. 

Bank  Qboanisationb 

StoteBukBOrsuind  State  Buki  NatioiMliMd 

. • .       . • . 

Nambw  Capital       Nambw        CtpLttX 

TwoyeanendingSept.  1,1910    128         $2,173,000       4  $79,600 

«       «         «      Sept.  1,1912      66  1,061,000        6  100,000 

National  Banks  Obganisbd 
(Tnnlorthig  Co&Tenioiii  of  State  Banks) 

Nambw  Capital 

Year  ending  Oct.  31, 1909 6  $316,000 

«        •      Oct.  31,  1910 5  166,000 

«        «      Oct.  31,  1911 4  120,000 

•        «      Oct.  31, 1912 2  66,000 

Itbiib  vbom  Bank  Statbmbntb  in  Round  Amoitntb 

Slate  B*mk»                                               StpL  M9, 1009  StpC.  4. 1918 

Number  of  banks 819  928 

Capital $16,810,000  $18,996,00 

Surplus 4,967,000  7,717,000 

Deposits 97,217,000  118,170,000 

Cash  and  due  from  banks 36,628,000  42,023,000 

National  Baitk§  Now.  16, 1909  Aug.  9, 191S 

Number  of  banks 206  213 

Ciq>ital $11,992,000  $12,312,000 

Surplus 4,887,000  6,149,000 

Deposits 83,786,000  88,266,000 

U.  S.  Depoeite 661,000  1,031,000 

Cash  and  due  from  banks 28,960,000  31,088,000 

The  increase  in  the  number  of  state  banks  is  striking. 
The  guaranty  system  may  have  been  an  influence  in  the 
organization  of  some  of  the  new  banks,  but  rarely  the 
moving  cause.  Deposits  are  not  guaranteed  until 
banks  are  a  year  old.  Most  of  the  new  banks  in  Kansas, 
as  well  as  in  other  Western  states,  are  small  institutions, 
so  small  that  they  could  not  have  entered  the  national 
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system.  The  typical  capital  of  a  new  bank  continues 
to  be  $10,000,  altho,  of  coiu*se,  state  banks  are  chartered 
occasionally  with  much  larger  capital.  Deposits  in 
national  banks  increased  fully  as  much  as  in  state 
banks  between  1909  and  1913,  and,  by  proportion 
more,  altho  in  the  meantime  the  largest  national  bank 
in  Kansas  had  moved  a  few  hundred  yards  into  Missouri. 

Many  of  the  national  banks  and  a  few  of  the  state 
banks  have  insured  their  deposits  in  the  Bankers' 
Deposit  Guaranty  and  Surety  Company  of  Topeka,  a 
corporation  originally  formed  largely  to  counteract  the 
influence  of  the  state  guaranty  law,  which  was  expected 
to  attract  business  to  state  banks.  The  Company  is 
not  pushing  the  deposit  insurance  feature  of  its  busi- 
ness, however,  altho  it  has  never  had  a  loss.  It  is 
understood  to  insure  the  deposits  of  about  100  banks, 
practically  the  same  number  it  insured  three  or  four 
years  ago. 

It  is  significant  that  the  nxunber  of  banks  participat- 
ing in  the  Depositors'  Guaranty  Fund  is  increasing.^ 
The  fact  that  they  cannot  participate  for  a  year  after 
they  are  organized  means  that  the  banks  now  coming 
into  the  scheme  have  decided,  after  opportunity  to 
consider  the  matter,  that  the  guaranty  of  their  deposits 
by  the  state  fund  will  increase  their  deposits  somewhat, 
or  make  their  deposits  rather  more  stable,  or  both.  It 
is  not  that  the  sign  '^  Deposits  Guaranteed  by  Bank 
Depositors'  Guaranty  Fund  of  the  State  of  Kansas  " 
draws  business  in  quantity  from  the  other  banks,  as  it 
did  in  Oklahoma  in  the  first  year  or  two  of  the  experi- 
ment. It  is  that  occasionally  a  deposit  comes  in  from 
a  man  who,  the  cashier  knows,  would  not  have  pat- 
ronized the  bank  if  its  deposits  had  not  been  under 
guaranty.      Or  a  deposit  remains  for  a  time  whose 

>  Letter  from  tiie  Bank  Commteioiier. 
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owner  would  have  made  haste  to  use  it  in  the  days  when 
every  bank  lived  to  itself  alone. 

If  any  system  of  insuring  deposits  in  a  f \md  adminis- 
tered by  the  state  is  to  endure^  it  should  have  some  of 
the  features  of  the  Kansas  guaranty  plan.  The  allow- 
ance for  capital  and  surplus  and  the  payment  of 
depositors  at  the  final  liquidation  only  are  admirable. 
It  is  unwise  that  the  Guaranty  Fund  should  be  limited 
to  $500,000^  for  there  are  many  single  banks  in  Kansas 
with  deposits  larger  than  that  sum,  and  half  a  million  is 
too  small  a  reserve  for  $70,000,000  of  risks.  It  is  still 
more  unwise  that  the  assessments  while  the  fund  is 
being  accumulated  should  be  only  one-twentieth  of  one 
per  cent  per  annum.  That  rate  is  theoretically  good, 
but  it  builds  up  the  fund  far  too  slowly. 

Further  conmients  on  the  E^ansas  scheme  can  best  be 
made  after  a  study  of  Nebraska  and  Texas. 

III.  Nebraska 

It  is  now  fifteen  years  since  a  national  bank  failed  in 
Nebraska.  It  is  eight  years  and  more  since  a  state 
bank  failed,  and  then  the  depositors  lost  only  $2,000. 
"  In  Nebraska,"  writes  Mr.  E.  R.  Gumey  of  Fremont, 
a  keen  observer,  "  we  have  a  population  of  mixed  races, 
a  very  large  percentage,  however,  running  to  foreign 
bom.  These  foreign  people  are  hard  working,  economi- 
eal  and  almost  always  good  pay.  Their  notes  in  most 
any  bank  can  be  approved.  Moreover,  our  state  has 
leached  an  age  where  stability  is  the  rule,  and  more 
than  all  other  circimistances,  is  the  fact  that  we  have 
bad  a  capable  and  vigorous  administration  of  our  State 
Banking  Department  for  something  like  fifteen  years 
past.  Our  banks,  therefore,  are  soimd  from  the  stand- 
pomt  of  the  assets  and  also  from  the  influence  of  super- 
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It  is  true  that  in  many  Western  states,  the  foreign 
bom  farmers  are  regarded  as  more  certain  payers  than 
the  Americans.  Less  ventm'esome,  they  are  sometimes 
better  risks  for  the  banker,  even  if,  or  probably  because, 
they  are  satisfied  with  modest  results.  If  they  develop 
a  country  less  rapidly  than  Americans  develop  it,  their 
progress  is  steadier  and  their  notes  in  bank  are  not  sub- 
ject to  so  many  vicissitudes. 

What  Mr.  Gumey  says  of  the  Nebraska  Banking 
Department  is  also  true.  The  Secretary  of  the  Board, 
Mr.  Royse,  has  done  such  excellent  work  that  the  chang- 
ing state  administrations  of  ten  years  have  wisely  kept 
him  continuously  in  office. 

The  time  when  the  Nebraska  deposit  guaranty  act  of 
1909  was  to  take  effect  had  hot  arrived  when  the  United 
States  Circuit  Court  enjoined  the  state  officials  from 
putting  it  into  operation.  The  Act  was  upheld  by  the 
Supreme  Cotut,  however,  with  the  Oklahoma  and 
Kansas  statutes,  and  the  first  assessment  was  collected 
July  1,  1911. 

The  legislature  had  made  a  few  amendments  in  April, 
but  the  working  plan  was  essentially  that  adopted  in 
1909.  There  were  four  semi-annual  assessments  of 
one-fourth  of  one  per  cent  of  average  deposits.  The 
last  of  these  was  paid  January  1,  1913.  Further 
assessments  are  one-twentieth  of  one  per  cent  semi- 
annually, as  originally  provided.  New  banks  stiU  pay 
one  per  cent  of  their  average  deposits  the  first  year.  It 
is  now  provided  that  when  the  Guaranty  Fund  reaches 
one  and  one-half  per  cent  of  the  deposits  of  the  state 
banks,  assessments  shall  cease  until  the  fund  is  depleted 
below  one  per  cent  of  deposits.  To  correct  an  ambiguity, 
the  act  of  1911  provided  that  no  bank  which  had  paid 
the  assessments  and  otherwise  complied  with  the  bank- 
ing laws  should  be  required  to  give  any  further  seciuity 
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for  public  deposits.  This  is  different  from  the  Okla- 
homa plan,  where  special  secmity  is  given  and  deposits 
specially  secured  are  not  within  the  guaranty. 

The  only  important  amendment  adopted  this  year 
permits  the  investments  of  a  bank  to  equal  ten  times  its 
capital  and  surplus,  instead  of  eight  times,  which  was 
the  limit  fixed  in  1909. 

The  original  act  of  1909  prohibited  private  banking 
and  required  the  thirteen  private  banks  to  procure  state 
charters  or  discontinue  business.  It  made  the  guaranty 
scheme  obligatory  upon  all  state  banks.  These  provi- 
sions are  unchanged. 

Where  economic  conditions  are  settled  and  banking 
stable,  it  is  not  to  be  expected  that  changes  in  the  bank- 
ing laws  will  effect  a  marked  change  in  the  disposition  of 
accounts.  Nevertheless,  the  reports  of  Nebraska  banks 
since  the  United  States  Supreme  Cotut  decision  (Janu- 
ary 3,  1911)  make  an  interesting  study.  Important 
items  from  the  reports  of  state  and  national  banks  a 
year  before  and  just  after  the  decision  are  here  presented 
in  comparison  with  the  reports  of  August,  1913. 

Itsmb  from  Bank  Statbmbntb  in  Round  Aicountb 

Staff  Bonit                              Pib.t»,t9t0  P^b.  17,1911  Aug.  96, 1918 

Number  of  banks....               664  668  710 

Capital $12,362,000  $12,729,000  $14,380,000 

Surplus 2,245,000  2,427,000  3,264,000 

Deposits 77,991,000  74,105,000  94,194,000 

Due  from  banks  ....     18,726,000  19,960,000  22,924,000 

Cash  in  banks 4,452,000  4,476,000  4,889,000 

Depositors'  Guaranty  Fund  811,000 

Nativf^BmJf                  March  99, 1910  Monk  7, 1911  Avo,9,1913 

Number  of  banks....               227  237  241 

Capital $14,810,000  $15,695,000  $16,270,000 

Surplus 6,035,000  6,784,000  10,319,000 

Deposits 121,283,000  119,087,000  128,663,000 

U.S.  Deposits 1,060,000  1,035,000  1,241,000 

Due  from  banks 29,479,000  33,006,000  34,103,000 

Cash  in  bank 10,726,000  10,477,000  11,682,000 
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For  a  year  before  the  decision  was  announced  state 
banks  had  been  nationalizing,  some  of  them  midoubt- 
edly  for  the  pmpose  of  escaping  the  assessments. 
Thirteen  state  banks  took  out  national  charters  in  1910, 
and  11  nationalized  in  1911.^  On  the  other  hand,  new 
state  banks  were  organized  pretty  freely,  with  an  eye 
to  the  prestige  of  guaranteed  deposits.  Nationaliza- 
tion has  now  ceased,  for  there  was  not  an  instance  in 
Nebraska  in  1912;  but  the  organization  of  state  banks 
continues. 

Bank  Obganuationb 

State  BanlnCfaartoced  State  Banks  Nationaliasd 

Capital  M 
Nunber     Capital     Numbar    State  Baaka 

Nov.  16,  1909  to  Nov.  10,  1910      28        $420,000        13        $630,000 
Nov.  10,  1910  to  Deo.    5,  1911       24  492,000        11  420,000 

Deo.    5,  1911  to  Nov.  26,  1912      27  775,000         0  0 

National  Banks  Orqanubd 
(Induding  oonvanioni) 

Number  Capital 

Year  ending  Oct.  31,  1910 20  $880,000 

«         «       Oct.  31,  1911 12  1,195,000 

•         «       Oct.  31,  1912 1  25,000 

On  account  of  nationalizations  and  liquidations,  the 
state  banks  lost  ten  in  number  between  the  Februaxy 
and  June  reports  in  1911,  at  the  time  the  guaranty  law 
was  going  into  effect,  and  their  deposits  fell  off  more  than 
$2,000,000.  From  March  to  June  of  that  year  the 
national  banks  increased  by  eight,  and  their  deposits  by 
$1,400,000.  Since  that  time  the  state  banks  seem  to 
have  been  somewhat  preferred.  The  table  shows  that 
they  have  gained  forty-two  in  number  and  $20,000,000 
in  deposits  in  two  years  and  a  half,  while  the  increase 

i  Letter  from  the  Depaty  Comiitrolkr  of  the  Cuneney,  Aprfl  33, 1018. 
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for  the  national  banks  is  only  four  in  number  and  about 
$9,500,000  in  deposits. 

It  would  seem  that  some  of  the  state  bankers  now 
see  a  little  benefit  arising  from  the  guaranty  scheme. 
When  it  was  first  projected  they  were  bitter  over  any 
plan  that  would  tax  them  to  pay  the  losses  of  other 
bankers.  There  have  been  no  losses,  however,  and 
gradually  a  few  extra  deposits  have  come  in,  —  not 
deposits  of  large  amounts,  but  here  and  there  $2,000  or 
$3,000  from  people  who  would  not  have  been  expected 
as  depositors,  at  least  as  depositors  in  a  state  bank 
without  the  guaranty.  Most  of  the  state  bankers  have 
now  dropped  their  active  fight  on  the  guaranty  plan, 
and  more  than  a  few  seem  pleased  with  the  way  it  is 
working.  They  are  advertising  the  guaranty  on  their 
checks  and  deposit  tickets,  and  making  the  most  of  the 
system  they  formerly  opposed. 

The  figures  show  that  the  national  banks,  while  not 
growing  so  fast  as  the  state  banks,  have  suffered  no 
drain.  The  national  bankers  say  that  the  deposits 
that  have  left  them  for  the  guaranteed  state  banks  have 
been  scarcely  perceptible.  In  a  state  where  no  national 
bank  has  failed  in  fifteen  years,  it  would  have  been 
surprising  to  find  that  state  bank  guaranty  had  made 
national  bank  depositors  uneasy. 

The  virtual  acquiescence  of  the  state  bankers  is  due 
in  part  to  the  fact  that  no  money  has  been  taken  out 
of  their  banks.  The  assessments  are  merely  set  aside 
as  deposits  to  the  credit  of  the  State  Banking  Board. 
The  bankers  regard  this  accoimt  as  a  special  surplus, 
and  so,  in  a  sense  it  is;  but  it  is  a  common  surplus,  and 
when  it  is  drawn  upon  (for  Nebraska  cannot  alwajrs 
escape  failures),  there  will  be  disappointment  and 
possibilities  of  trouble.  The  failure  to  collect  assess- 
ments, to  get  the  taxes  out  of  the  hands  of  the  taxed 
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banks,  still  seems  a  defect  in  the  Nebraska  law,  altho 
the  bankers  like  it. 

Another  defect  is  the  provision  for  paying  depositors 
as  soon  as  a  bank  fails,  or  as  soon  as  the  receiver  has 
calculated  how  much  cash  he  must  draw  from  the 
guaranty  fund  to  supplement  the  cash  in  the  failed 
bank.  The  failure  of  the  Oklahoma  plan  was  due  to 
this  same  provision  as  much  as  to  any  one  cause.  A 
series  of  failures  would  require  immediate  lai^  expen- 
ditures from  the  fund,  and  make  emergency  assessments 
necessary.  But  a  series  of  failures  would  come,  if  at 
all,  at  a  time  when  all  banks  were  hard  up,  and  when  an 
emergency  tax  would  be  a  burden  and  perhaps  a  danger. 

The  Nebraska  plan  is  good  in  that  it  has  accumulated 
a  fimd  of  nearly  $1,000,000.  It  is  bad  in  that  it  leaves 
this  fund  with  the  very  banks  that  have  it  to  pay,  and 
in  that  it  promises  to  pay  deposits  immediately  on 
failure. 

It  is  to  be  observed,  however,  that  under  the  admin* 
istration  of  the  Nebraska  banking  department  the 
promise  to  pay  depositors  immediately  on  failure  seems 
not  to  have  caused  reckless  banking.  And,  as  bearing 
on  the  existence  of  a  need  of  deposit  guaranty  or 
insm*ance,  the  fact  that  deposits  in  state  banks  are 
guaranteed  is  found  to  influence  deposits  somewhat, 
even  in  a  state  where  bank  failures  have  for  years  been 
unknown. 

IV.  Texas 

The  deposit  Guaranty  Act  of  Texas  has  never  been 
attacked  in  court.  It  has  been  in  operation  since 
January  1,  1010,  and  the  results  must  be  called  favor- 
able so  far.  The  fiscal  year  of  the  Texas  banking 
department  ends  August  31st.  No  bank  failed  at  all 
the  first  year.    One  failed  the  second  year,  two  the  third 
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year  and  three  between  August  31;  1912^  and  the  present 
date  (October  9,  1913). 

Taking  the  failures  in  their  order,  the  Harris  County 
Bank  and  Trust  Company  of  Houston  suspended 
August  7,  1911,  and  the  examiner  uncovered  forgeries, 
false  entries,  and  paper  placed  in  the  bank  for  fraudulent 
purposes.  The  president  left  before  he  could  be  appre- 
hended. The  guaranty  fund  was  drawn  on  for  $111,- 
649.90  and  an  emergency  assessment  for  that  amount 
was  levied  on  the  guaranteed  banks.  In  1912,  however, 
a  50  per  cent  dividend  was  paid  to  creditors,  and  half 
the  assessments  retiumed  to  the  banks.^ 

The  Paige  State  Bank,  capitalized  at  $10,000,  was 
taken  over  by  the  banking  department  early  in  1912, 
because  the  president  had  placed  $19,000  of  worthless 
paper  in  the  bank.  The  guaranty  fimd  was  called  upon 
for  $13,697.90.* 

The  last  bank  that  has  cost  the  fund  ai^hing  is  the 
First  State  Bank  of  Eopperl.  It  was  closed  December 
6,  1912.  Then  it  was  discovered  that  S.  J.  Spotts,  the 
president,  had  been  previously  convicted  of  violation 
of  the  National  Bank  Act,  and  had  served  a  term  in  a 
Federal  prison.  Spotts  was  found  in  Los  Angeles,  was 
brought  back  to  Texas  for  trial,  and  on  a  plea  of  guilty 
was  sentenced  to  four  years  in  the  state  penitentiary. 
The  deposits  of  the  bank  were  $16,000  and  in  paying 
them  $8,000  was  used  from  the  guaranty  fimd.' 

The  three  banks  that  failed  subsequently  were  liqui- 
dated without  calling  upon  the  fund.^  Tlie  guaranty 
fimd  has,  therefore,  paid  only  $133,347.80  on  accoimt 

^  Report  of  CommiarfoiiBr  of  Insonuioe  and  Banking,  1011-12,  p.  10. 

•  Ibid.,  p.  31. 
>  Ibid.,  p.  10. 

*  Telacram  from  W.  W.  Collior,  Oommtwioiier. 
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of  failed  banks  in  about  four  years,  and  has  recovered 
more  than  $55,000  of  that  amount.  The  showing  is 
considered  excellent,  and  new  banks  have  been  organ- 
ized in  large  nxunbers  to  keep  up  with  the  rapid  growth 
of  the  state.  For  the  fiscal  year  1911, 109  state  banks 
and  trust  companies  with  capital  of  $2,522,000  were 
authorized  to  begin  business.  The  next  year  the  num- 
ber was  77  with  $3,169,000  capital,  but  8  of  these  were 
trust  companies  with  $100,000  or  more  capital  each. 
The  8  had  together  more  than  half  of  the  total  new 
capital  of  the  year.  The  typical  new  organizations 
were  still  banks  with  the  minimum  capital  permitted, 
$10,000.  In  the  fiscal  year  1912,  23  state  institutions 
with  $1,110,000  capital  were  incorporated.^ 

The  Texas  banking  report  for  1913  is  not  yet  at 
hand,  but  new  organizations  must  have  been  numerous, 
for  the  number  of  state  banks  and  trust  companies 
increased  from  709  m  June,  1912,  to  776  m  April,  1913. 
For  comparison,  the  statistics  of  national  bank  organiza- 
tions are  here  set  down.  The  new  banks  include  con- 
versions of  state  banks.  The  data  as  to  the  new  banks 
are  for  the  years  ending  October  31st,  and  as  to  the 
conversions,  for  calendar  years. 

National  Banks  Orqanizbd        State  Banks  Chanobd  to 

National  Banks 
Number         Capital        Number  Capital  as  National  Banks 

1910 14       $1,875,000         2  $140,000 

1911 21  1,255,000  4  215,000 

1912 16         2,650,000  6  425,000 

Obviously  bankers  are  not  afraid  to  organize  under 
the  state  system  and  remain  in  it,  and  yet  a  considerable 
amount  of  capital  is  being  invested  in  national  banking. 
A  comparison  of  bank  statements  tells  much  the  same 

^  Report  of  the  Commiflaioner  of  Insurance  and  Banking.  1911-12. 
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story  of  satisfaction  with  both  systems  as  administered 
in  Texas,  the  state  sjrstem  being  apparently  somewhat 
preferred. 

Itbmb  in  RoiTND  Amounts  vbom  Tbxas  Bank  Statements 

8iaU  hankt  >  Nmt.  IS,  1900  AprU  4, 191S 

Number  of  baiiks 502  776 

CMtal $  16,114,000  $  29,461,000 

Surplus 1,475,000  5,806,000 

Due  to  banks 6,541,000  7,664,000 

Individual  deposite 43,328,000  86,485,000 

Due  from  banks 18,051,000  27,556,000 

Cash 5,324,000  9,281,000 

NiMimal  UmkB  No9, 16, 1000  April  4*  1018 

Number  of  books 519  514 

Capital $  42,393,000  $  49,625,000 

Surplus 19,551,000  25,592,000 

Due  to  Banks 38,744,000  52,209,000 

Individual  deposits 164,618,000  209,411,000 

U.  S.  Deposits 1,137,000  2,043,000 

Due  from  banks 59,693,000  80,167,000 

Cash 22,314,000  26,535,000 

It  appears  that  since  the  enactment  of  the  guaranty 
law,  the  state  banks  have  increased  fifty  per  cent  in 
number  and  their  deposits  have  doubled.  There  were 
five  more  national  banks  in  1909  than  in  1913,  but 
individual  deposits  in  national  banks  have  increased 
twenty-five  per  cent  and  if  we  could  make  the  compari- 
son after  the  cotton  is  marketed  this  fall,  a  still  larger 
growth  would  appear. 

Nominally  it  is  optional  with  Texas  banks  whether 
or  not  they  shall  have  their  deposits  guaranteed.  Any 
bank  may,  if  its  directors  prefer,  file  annually  with  the 
Commissioner  of  Insurance  and  Banking  ''  a  bond, 
policy  of  insurance,  or  other  guaranty  of  indemnity  " 
equal  to  its  capital  stock,  or,  if  it  is  a  private  bank,  "  in 

>  Ladndee  Tmst  Companies. 


Digitized  by 


Google 


108  QUARTERLY  JOURNAL  OP  ECONOMICS 

an  amount  to  be  fixed  by  the  Commissioner/'  This 
option  has  not  proved  attractive,  however.  A  bond 
or  policy  procured  from  a  bonding  or  an  insurance 
company  is  expensive,  and  it  is  embarrassing  to  ask 
friends,  customers,  or  even  directors,  to  make  the  bond. 
Fiirthermore,  a  bond  with  individual  sureties  has  little 
effect  in  attracting  or  reassuring  depositors.  In  1909, 
only  42  banks  had  elected  to  furnish  bonds.  In  1912, 
the  nmnber  was  only  53. 

It  has  not  been  found  necessary  to  change  the  original 
guaranty  law  materially.  It  3till  provides  for  an  initial 
assessment  of  one  per  cent  of  deposits,  and  for  subse- 
quent assessments  of  one-fourth  of  one  per  cent  per 
annmn,  with  power  to  levy  emergency  assessments, 
not  exceeding  two  per  cent  in  any  year,  in  case  the  fund 
is  diminished.  Assessments  are  to  cease  when  the  fimd 
reaches  $2,000,000,  The  fund  is  now,  October  9, 1913, 
$778,824.1 

The  legislature  this  year,  following  the  example  of 
Kansas  and  Oklahoma,  has  provided  that  the  State 
Banking  Board  shall  refuse  charters  for  new  banks  where 
there  is  not  public  necessity  for  them. 

Much  of  the  credit  for  the  apparent  success  of  the 
guaranty  system  in  Texas  is  accorded  to  Mr.  B.  L.  Gill, 
who  was  Commissioner  of  Insurance  and  Banking  from 
January,  1911,  to  this  summer. 

Texas,  with  its  rapid  economic  development  and  its 
hundreds  of  new  banks,  subject  to  all  sorts  of  vicissi- 
tudes, can  scarcely  hope  always  to  get  off  so  luckily  in 
failures.  The  organization  of  a  great  many  banks 
during  a  time  of  rapid  settlement  and  development  has, 
in  other  states,  been  followed  almost  always  by  losses 
to  a  considerable  number  of  banks  and  by  some  bank 
failures.     A  good  fund  is  being  accumulated  in  Texas, 

>  Telecnm  from  the  Codnmiwionar. 
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however,  and  the  bankmg  department  seems  to  be 
efficiently  organized  and  administered.  The  state 
banking  system  is  getting  into  position  to  withstand 
some  rather  heavy  shocks,  if  they  come.  If  they  do 
not  come  too  soon,  the  Texas  guaranty  plan  will  prob- 
ably survive.  This  prediction  could  be  made  with 
some  confidence  if  the  law  were  amended  to  provide  for 
payment  of  depositors  only  upon  the  final  liquidation 
of  failed  banks;  but  no  such  amendment  is  now  being 
urged. 

V.  General  ARGuaiENTs  and  Conclusions 

It  is  now  evident  that  the  cause  of  the  Oklahoma 
bank  failures  was  not  deposit  guaranty  alone,  but 
guaranty  plus  ineffective  examinations,  insufficient 
scrutiny  of  the  previous  records  of  bankers,  and  unfavor- 
able economic  conditions  following  the  period  of  settle- 
ment and  rapid  growth.  This  is  shown  by  the  fact  that 
in  the  other  states  where  deposits  are  guaranteed 
failm*es  have  been  few. 

The  guaranty  system  has  given  opportunities  to 
some  reckless  and  criminal  bankers  m  Oklahoma,  but 
it  has  not  turned  honest  bankers  into  rogues  there,  or 
in  the  other  states  we  have  studied.  Deposit  guaranty 
is  not  stockholders'  insurance.  Stockholders  must  lose 
their  whole  investment  before  the  guaranty  fund  suffers 
any  loss,  and  there  is,  therefore,  not  even  a  financial 
incentive  for  a  good  banker  to  become  a  rascal.  He 
may  be  tempted  by  guaranteed  competition  into  an 
unwonted,  perhaps  unwise  liberality,  but  not  to  a 
dangerous  extent,  if  we  can  judge  by  the  present 
experience  of  Kansas,  Nebraska,  and  Texas. 

It  remains  to  consider  what  are  the  best  methods  of 
guaranteeing   deposits    and   whether,    in   fact,    such 
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guaranty  is  desirable  at  all.  It  is  unnecessary  here  to 
repeat  the  arguments  stated  at  some  length  in  the  pre- 
vious article;  but  one  suggestion  then  advanced  should 
be  withdrawn.  Deposit  insiu'ance  by  private  corporar 
tions  was  mentioned  as  a  possible  solution  of  the  prob- 
lem. But  this  is  now  evidently  not  the  solution  that 
is  to  be  used,  if  the  problem  is  found  to  be  worth  solving. 
While  such  corporations  could  select  risks  and  limit 
their  size  and  distribution,  and  while  there  is  an  example 
in  Kansas  of  the  successful  operation  of  such  a  company, 
it  is  obvious,  nevertheless,  that  if  deposits  are  to  be 
guaranteed  or  insured  on  any  considerable  scale,  it  will 
be  through  the  banking  departments  of  the  states  or 
conceivably  of  the  United  States.  The  efforts  to  organ- 
ize other  deposit  insurance  companies  and  put  them  in 
operation  have  not  met  with  success.  The  Kansas 
example  remains  solitary. 

The  stimulus  to  reckless  banking  is  not  the  chief 
danger  to  the  success  of  deposit  guaranty.  Kansas, 
Nebraska,  and  Texas  have  so  far  repressed  such  ten- 
dencies. A  greater  danger  has  just  been  mentioned,  the 
impossibility  of  limiting  the  size  of  single  risks  or  avoid- 
ing the  concentration  of  risks  in  single  localities. 
Whether  this  danger  will  prove  fatal  to  the  success  of 
the  plan,  depends  largely  on  the  size  of  the  fimd  accu- 
mulated by  the  time  the  big  losses  occur.  The  Okla- 
homa fimd  is  insolvent  now.  Texas  is  accmnulating  a 
$2,000,000  fund,  Kansas  a  $500,000  fund,  and  Nebraska 
a  fund  of  one  and  one-half  per  cent  of  deposits,  say 
$1,500,000.  Each  state  should  considerably  advance 
the  limit  now  fixed  on  its  fund,  and  Kansas,  at  least, 
should  increase  its  assessment  rates.  There  would  then 
be  some  probability  of  establishing  reserves  large 
enough  to  take  care  of  as  many  failures  as  can  reason- 
ably be  expected  in  these  states  under  present  day 
conditions. 
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Another  danger,  social  rather  than  financial,  is  the 
real  or  supposed  necessity  of  accompanying  the  estab- 
lishment of  the  guaranty  system  with  grants  of  almost 
despotic  power  to  the  state  banking  departments.  The 
guaranty  of  deposits  is  so  powerful  an  inducement  to 
depositors,  legislators  believe,  that  for  fear  of  its  misuse 
by  the  incompetent  or  imscrupulous  the  banking 
departments  are  empowered  not  only  to  regulate  and 
supervise  banks,  but  to  say  what  rates  of  interest  they 
shall  pay,  and  whether  the  citizens  shall  establish  more 
banks.  In  some  states  both  these  powers  are  exercised. 
This  may  be  "  medieval,"  but,  as  in  the  question 
whether  deposit  insurance  should  be  provided  by  the 
state  or  by  private  corporations,  it  is  sufficient  to  recog- 
nize the  irresistible  tendency  in  many  forms  of  industry 
toward  state  control.  If  the  state  can  fix  railroad  rates, 
no  doubt  it  can  fix  rates  of  interest  on  deposits.  If  it 
can  regulate  banks,  no  doubt  the  power  to  fix  their 
number  and  forbid  new  organizations  regarded  as 
superfluous  will  be  upheld.  Doubtless  the  part  of 
wisdom  lies  in  trying  to  guide  this  tendency  instead  of 
fighting  it. 

The  vital  question  is  whether  the  public  needs  greater 
assurance  of  the  safety  of  its  deposits  than  can  be 
afforded  by  the  resources  of  a  single  bank  in  a  single 
town.  Any  reader  who  may  be  interested  will  find  the 
writer's  views  stated  carefully  in  the  article  before 
referred  to.^  Even  in  states  where  banking  is  soimdest 
the  bare  possibility  of  failure,  and  the  knowledge  of  the 
bUght  it  would  bring  to  business  plans  and  to  household 
life,  keeps  many  people  from  the  banks.  They  cannot 
be  absolutely  sure.  They  cannot  detect  the  few  cases 
of  unsoimdness,  some  or  all  of  which  escape  bank 
examiners,  business  men  among  the  customers,  and  the 

1  Quarterly  JoonuJ  of  Boonomiof,  toI.  xnv,  pp.  373  et  ieq. 
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directors  themselves.  There  is,  therefore,  even  in  the 
most  prosperous  days,  a  good  deal  of  hoarding,  and, 
what  is  worse,  a  failure  to  use  the  modem  labor-saving 
machinery  of  exchange.  Some  additional  business 
comes  to  guaranteed  banks  even  in  states  of  settled 
economic  and  social  conditions,  like  Kansas  and 
Nebraska.  The  scheme  would  not  have  been  tried 
but  for  the  vivid  memory  of  the  distress  caused  by  the 
suspension  of  cash  payments  in  1907.  Once  in  force, 
the  plan  seems  to  bring  satisfaction  to  some  depositors. 

The  plan  does  not  spread.  Many  other  state  legis- 
latures debated  it  in  the  first  few  years,  but  less  is  heard 
of  it  now.  South  Dakota,  as  we  anticipated,  has  left 
its  plan  imused.^  It  would  take  many  failures  close 
together,  or  a  pretty  general  suspension  of  payments, 
to  bring  about  the  adoption  of  the  plan  now  where  it  is 
not  already  in  force.  If  Congress  provides  an  effective 
method  of  mobilizing  reserves  and  providing  ready 
credit  on  farmers'  paper,  little  will  be  heard  of  guaranty 
for  some  time. 

This  is  not  to  say  that  Kansas,  Nebraska,  and  Texas 
will  discontinue  the  plan.  Unless  it  is  causing  losses  and 
weaknesses  underneath  the  surface,  and  the  writer 
cannot  find  that  such  is  the  case,  there  is  not  likely  to  be 
much  agitation  for  repeal  in  these  three  states.  In 
some  of  them,  at  least,  guaranty  funds  will  be  accumu- 
lated sufficient  to  permit  of  the  continuance  of  the 
system.  Whether  the  plan  will  gradually  be  adopted 
in  other  states  depends  on  the  force  of  the  present 
social  tendency  to  distribute  more  widely,  by  legislation, 
the  good  and  evil  of  life.  Workingmen's  compensation 
is  analogous.  The  tendency  underlying  this  legislation 
and  the  guaranty  legislation  seems  to  the  writer  exceed- 
ingly strong.     If  this  is  so,  a  state  here  and  thare  will 

>  Ibid.,  ToL  BBT,  p.  86a 
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from  time  to  time  supplement  its  service  of  bank  regula- 
tion and  supervision  by  enabling^  if  not  requiring,  the 
banks  to  effect  insurance  in  a  state-administered  fund 
for  the  benefit  of  depositors. 

Such  insurance  is  more  needed  in  some  localities  than 
in  others  and  should  be  optional  with  the  banks.  If 
an  old  bank  with  large  deposits  is  satisfied  to  rest  on  the 
reputation  it  has  been  years  in  building,  it  would  be 
wrong  to  make  it  pay  taxes  or  premiums  to  provide  for 
the  depositors  of  other  banks.  It  is  safe  to  say  that 
once  such  legislation  is  in  force,  there  will  be  banks  to 
take  the  insurance  or  accept  the  guaranty.  The  state 
for  the  present  will  be  doing  enough  for  depositors 
when  it  enables  those  who  are  not  sm^  of  the  stability 
of  banks  to  do  business  with  banks  whose  deposits  are 
insured. 

The  insurance  should  not  be  paid  or  the  guaranty 
redeemed,  imtil,  as  in  Kansas,  the  assets  are  finally 
liquidated  and  the  bank  woimd  up.  To  try  to  pay 
when  the  banks  close  is  to  attempt  the  impossible. 
Economy  and  social  policy  alike  favor  the  E^ansas  plan, 
for  the  delay  stipulated  in  payment  will  keep  the  deposi- 
tor from  such  carelessness  in  choosing  his  banker  as  has 
been  seen  in  Oklahoma.  This  is  true  even  if  the 
depositor  beUeves  that  other  bankers  would  probably 
cash  his  guaranty  fimd  certificates  in  case  his  own  bank 
failed. 

The  fimd  must  be  large,  —  not  less  than  two  per  cent 
of  deposits  and  larger  than  that  in  states  where  there 
are  several  banks  with  deposits  many  times  the  average. 
Other  features  desirable  in  deposit  guaranty  legislation 
have  been  sufficiently  discussed  in  the  foregoing  pages. 

Bank  failures  have  not  been  the  chief  defect  in  Ameri- 
can banking.  The  immobility  of  reserves  and  the  lack 
of  proper  mechanism  for  the  seasonal  expansion  and 
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contraction  of  credits  have  been  far  greater.  Mobiliz- 
ing the  reserves  and  providing  elastic  credits  will  solve 
many  problems.  Our  banking  system,  nevertheless, 
will  remain  individual,  and  our  banks  numerous  and 
independent  beyond  an}rthing  known  abroad.  The 
possibility  of  failures  will  be  ever  in  the  thou^t  of 
many,  and  occasional  failures  will  be  inevitable.  How 
to  minimize  the  resulting  social  and  financial  loss  will 
remain  a  problem  worthy  of  the  efforts  of  banker  and 
economist. 


Thornton  Cooke. 


FiDBUTT  TbUBT  CoMPANT, 

Kansas  Citt,  Mo. 
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THE  SOCIAL  POINT  OF  VIEW  IN 
ECONOMICS.    I 

SUMMARY 

I.  Importance  of  the  distinction  between  individual  and  social 
points  oi  view,  115.  —  II.  General  meaning  of  the  social  paint  of  view, 
121.  —  1.  What  is  society  ?  121.  —  (1)  Social-contract  theory,  122.  — 
(2)  Social-organism  theory,  123.  —  (3)  Common-consciousness  theory, 
126.  —  (4)  Conscious-commonness  theory,  128.  —  2.  The  application 
of  the  concept  of  society,  132.  —  (1)  Society  as  a  whole,  133.  -—  (2)  The 
social  individual,  133.  —  III.  The  special  meaning  of  the  sodal  point  of 
view  in  economics,  136. 

I.  Importance  of  the  Distinction  between 
Individual  and  Social  Points  op  View 

Economics  is  beset  with  '^  nice  distinctions/'  leading 
well  nigh  to  strangulation  by  definitions.  Some  of 
these^  however,  are  of  fundamental  importance,  and 
among  such  is  the  distinction  between  the  individual 
and  the  social  points  of  view.  In  this  paper  an  attempt 
is  made  to  demonstrate  the  fundamental  importance 
of  this  distinction,  and  to  indicate  its  logical  sig- 
nificance. In  another  paper  the  distinction  will  be 
further  developed  in  an  applied  way,  and  an  attempt 
will  be  made  to  work  out  a  true  and  consistent  use 
of  "  the  social  point  of  view,"  with  regard  to  the  main 
economic  concepts. 

At  the  very  threshold  of  economic  analysis  we  are 
met  by  the  troublesome  concept  of  "wealth,"  and 
almost  immediately,  as  we  attempt  to  gain  a  measurable 
material  with  which  to  work,  we  realize  that  what  is 


Digitized  by 


Google 


116  QUARTERLY  JOURNAL  OF  ECONOMICS 

regarded  as  wealth  by  the  individual  is  not  necessarily 
regarded  as  wealth  from  the  point  of  view  of  the  whole 
group  of  which  the  individual  is  a  member.  In  defining 
wealth  to  an  inquiring  class,  what  teacher  has  not  had 
to  fall  back  upon  difference  in  point  of  view  ?  And 
so  it  is  with  "  income."  Of  course  the  idea  of  pro- 
duction of  wealth  must  vary  where  the  concept  of 
wealth  itself  varies,  and  from  the  beginning  of  economic 
science  differences  of  opinion  as  to  what  activities 
are  "  productive  "  have  existed.  Those  who  have 
insisted  that  wealth  is  material  have  logically  enough 
taken  an  individual  point  of  view;  for,  according  to 
that  point  of  view,  the  significance  of  exchangeability 
among  individuals  is  emphasized.  The  same  thinkers 
have  frequently  ascribed  productivity  solely  to  those 
who  work  on  tangible  commodities.*  It  will  be 
observed,  too,  that  it  is  in  accord  with  the  fact  that 
generally  material  things  alone  are  the  object  of  theft, 
that  your  thorogoing  individualist  can  class  pred- 
atory activities  as  productive.  At  the  other  extreme 
stand  those  whom  we  may  call  societists.  These 
men  generally  include  a  great  variety  of  intangible 
elements  and  services  in  wealth,  and  logically  enough 
they  emphasize  not  a  stock  of  material  goods  but 
productive  power  or  capacity  (as  a  source  of  income). 
Their  concept  of  production  is  correspondingly  broad. 
Such  ideas  are  represented  by  the  Nationalist,  Fried- 
rich  List. 

Again,  the  problem  of  value  has  been  called  the 
heart  of  economic  analysis;  and  is  it  not  ?     But  who 

>  Aooordinc  to  an  individiMl  paint  of  Tiow,  wedth  most  be  eioh»BflMble  and  appro- 
priaUe  by  indiriduab.  ThMe  qualitiei,  together,  almost  neoeiBtate  the  ezduabn  of 
immaterial  itema.  Of  ooone,  there  is  a  fringe  of  suoh  intangible  itema  aa  good^wiD, 
franchiaes,  and  other  daima  to  things:  but  these  are  reoogniaed  by  all  to  be  in  a  different 
dass,  as  their  transferability  is  more  limited  and  their  possession  more  precarious. 
Moreover,  an  individualist  doea  not  necessarily  mean  one  who  entirely  overiooki 
sodety  (in  a  certain  sense,  as  an  aggregate  of  individuals)  and  so  the  duplioation  in- 
volved in  indwdfag  daima  with  material  things  has  been  seen  by  most  individualista. 
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does  not  know  that  some  economists  have  regarded 
value  as  an  objective  quality  or  ratio  derived  from  a 
comparison  of  unrelated  individual  estimates,  while 
others  speak  of  ''  social  value  "  and  regard  it  as  caused 
and  determined  directly  by  estimations  of  society. 
And,  following  the  same  bents,  one  group  considers 
marginal  utiUty  as  a  purely  individual  phenomenon 
and  demand  as  the  sum  of  individual  demands,  while 
another  group  considers  marginal  utility  and  demand 
as  more  or  less  purely  social  phenomena. 

Now  wealth  and  value  are  fimdamental  concepts,  — 
the  very  basis  of  economic  science.  These  two  points 
of  view  cannot  exist  with  regard  to  the  fundamentals 
without  permeating  the  whole  science.  Accordingly, 
in  less  fundamental  concepts  and  principles,  we  find 
differences  among  economists,  and  discrepancies  in 
usage  by  the  same  economists,  which  a  little  analysis 
shows  to  be  based  upon  the  difference  between  the 
social  and  the  individual  points  of  view.  Take  the 
idea  of  capital,  for  instance.  Capital  being  a  form  of 
wealth,  the  tendency  to  correlate  material  and  individ- 
ual on  the  one  hand,  and  intangible  and  social  on  the 
other  hand,  works  in  a  way  similar  to  that  found  in 
the  treatment  of  wealth,  and  there  is  a  similar  fringe 
of  appropriable  intangibles  that  are  in  a  doubtful 
category.  The  distinction,  however,  has  appeared 
most  notably  of  late  in  a  tendency  toward  regarding 
capital  as  an  abstract  fimd  of  income-}delding  prop- 
erty which  may  be  embodied  in  land,  machines,  or 
other  concrete  goods.  This,  we  are  told,  is  in  accord- 
ance with  the  usage  of  the  business  man.  True. 
And  the  business  man  is  an  individual,  —  an  individual 
whose  usage  is  not  wont  to  be  based  upon  a  realization 
of  the  beauties  of  society.  Those  economists,  however, 
who  hold  to  the  idea  that  capital  consists  of  concrete 
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instruments  produced  by  man  are  taking  a  social  point 
of  view.  To  the  individual  business  man  it  is  apt  to 
appear  that  land  can  be  made,  and  is  limited  in  supply. 
He  can  invest  his  capital  in  it  just  as  he  can  in  machin- 
ery. But  to  a  social  group  as  a  whole,  being  more 
comprehensive  than  any  individual,  the  limitations 
of  land  supply  and  its  special  adaptations  become 
more  manifest  and  important;  and  the  individual's 
conception  of  investment  and  income  does  not  apply. 
The  principle  of  diminishing  returns,  also,  has  been 
variously  treated  according  as  the  writer  was  reason- 
ing from  an  individual  or  a  social  point  of  view.  From 
the  latter  standpoint,  it  is  generally  taken  to  mean 
diminishing  quantities  of  produce  in  a  technological 
way;  from  the  former,  diminishing  quantities  of  value, 
with  or  without  change  in  output  or  yield.  The  reason 
for  this  is  not  far  to  seek.  For  society,  —  so  would 
run  the  reason,  if  it  were  formulated,  —  the  significant 
thing  is  the  amount  of  physical  products  on  hand 
to  gratify  wants,  and  the  more  the  merrier;  but  the 
individual  grows  "  wealthy  "  by  reason  of  the  scarcity 
of  his  commodity,  which  causes  it  to  command  a  high 
price;  therefore,  it  is  the  technological  diminution  of 
retmns^that  concerns  society  as  a  whole,  and  exchange- 
value  diminution  concerns  ^gle  individuals. 

The  concept  of  cost  also  furnishes  a  good  illustration 
of  the  way  in  which  one's  point  of  view  colors  one's 
theory.  Thus,  to  the  individualist  it  seems  that 
"  opportunity  "  forgone  constitutes  a  cost,  and  accord- 
ingly we  find  him  and  uncritical  followers  introducing 
the  notion  of  "  opportunity  cost."  ^  This,  as  the 
writer  has  shown  elsewhere,  is  the  result  of  overlooking, 
on  the  one  hand,  the  social  significance  of  cost  in  limit- 
ing supply;  and,  on  the  other,  of  stopping  short  with  the 

i  See  Haney,  *'  Opportunity  Cost/'  American  Eoonomio  Review,  toL  ii,  no.  3. 
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entrepreneur  or  some  other  individual,  thus  failing 
to  consider  the  broader  ultimate  factors.  In  a  similar 
way,  the  notion  that  rent  is  a  cost  of  production  in 
the  same  sense  that  payments  for  labor  and  capital 
are  costs  is  a  product  of  an  individual  point  of  view 
which  regards  the  individual's  alternative  use  for  his 
land  as  an  ultimate  determining  fact.^ 

Finally,  the  nature  and  scope  of  the  science  as  a 
whole  is  affected.  Do  not  some  economists  write  as 
tho  there  were  no  society,  and  ever  keep  the  individual 
first;  while  others  begin  by  vociferously  insisting 
that  economics  is  a  social  science,  and  always  keep  the 
individual  subordinate  to  society  ?  But,  after  all, 
how  many  proceed  from  any  clear  imderstanding  of 
what  societies  and  individuals  are  ? 

It  will  generally  be  found,  too,  that  those  who  empha- 
size society  in  a  certain  way  —  as  a  separate  entity  — 
are  apt  to  inject  a  large  element  of  ethics  into  their 
thinking.  This  is  natural  enough,  for  if  society  exists 
as  a  separate  entity,  the  chance  for  clashed  of  interest 
between  it  and  the  individual  are  multiplied,  and  the 
ethical  doctrine  of  self  sacrifice  is  necessarily  invoked. 

There  is  no  need  to  multiply  instances.  Probably 
not  an  economic  category,  concerning  which  econo- 
mists have  differed,  has  failed  to  vary  in  connotation 
and  denotation  because  of  differences  in  the  points  of 
view  of  those  who  used  it. 

The  reader  may  aheady  have  thought  of  instances 
in  which  the  same  economist  has  used  two  definitions 
or  followed  two  trains  of  reasoning,  one  of  which, 
according  to  the  preceding  analysis,  would  indicate 
a  social  point  of  view,  the  other  an  individualistic 
way  of  looking  at  things.     But  is  such  inconsistency 

1  See  tlie  writer*!  artide  on  "  Kaxi  and  Priee,  *  Alteraittiye  Um,'  and  *  Seardty 
ValW  in  tbfci  Journal,  vol.  xzhr.  pp.  119  fL 
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rare  ?  Closer  examination  must  convince  him  that 
it  is  most  common  for  confusion  to  arise  when  the  sig- 
nificance—  nay  the  very  existence  —  of  a  distinction 
is  not  actually  realized;  Thus,  when  we  find  entre- 
preneur standpoint  in  distribution  and  social  standpoint 
in  value  (Seager  ?),  or  business  man's  concept  of  capital 
together  with  social-organism  concept  of  value  (Clark), 
or  opportunity  cost  listed  with  pain  cost,  or  narrow 
individualistic  "laws"  of  production  jostling  broad 
ethical  precepts  of  distribution  and  use,  we  may  be 
siui)rised,  but  none  the  less  convinced  that  confusion 
has  reigned  over  greater  or  less  domains. 

Another  way  of  bringing  out  the  importance  of  this 
matter  is  to  reflect  that  the  natiu*e  of  society  must 
affect  individual  action  —  the  two  being  interdepend- 
ent —  and  so  affect  most  economic  laws.  Indeed  the 
laws  of  all  social  sciences  must  proceed  from  some 
concept  of  society.  This  is  illustrated  by  the  differences 
among  the  conclusions  of  economists  who  hold  dif- 
ferent notions  concerning  the  nature  of  society.  Does 
society  come  first,  and  exist  as  a  separate  entity  superior 
to  the  individual,  or  vice  versa  ?  Is  it  based  upon 
contract,  instinct,  imitation,  or  rational  consciousness 
of  like  interests  ?  Upon  the  answer  to  these  questions 
the  economist's  treatment  of  his  science  and  the  nature 
of  its  laws  must  in  large  part  depend. 

Dr.  Schiunpeter,  it  is  true,  has  dismissed  this  subject 
as  unimportant  for  pure  economic  theory.*  Briefly, 
his  groimd  is  that  economists  need  not  bother  them- 
selves with  a  consideration  of  motives  and  sub-  or 
super-individual  activitiea.  But,  even  aside  from  the 
not  unimportant  point  that  economists  have  in  fact 
taken  these  things  into  consideration  and  in  con- 
sequence have  reached  different  conclusions,  the  ques- 

1  Dm  W«Mn  and  der  HiiptinhiJt  d«r  thaontiwsheii  NstkmiJakoDoiiiia,  ehap.  yL 
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tions  remain,  what  is  an  individual  ?  What  are 
individual  acts  ?  The  matter  is  by  no  means  so  simple 
as  Dr.  Schimipeter  seems  to  think.  There  are  two 
things  (however  closely  interrelated):  "individual" 
and  "  society."  Accordingly,  there  are  at  least  two 
points  of  view  which  may  be  taken  toward  nearly  all 
economic  goods  and  activities.  Even  the  concept 
of  an  individual  self  is  not  practically  separable  from 
that  of  other  individual  selves.  In  short,  the  dis- 
tinction between  the  individual  and  the  social  points 
of  view  eidsts  in  the  nature  of  things  and  must  be 
reckoned  with  in  its  particular  manifestations  by 
each  of  the  social  sciences. 

II.  The  General  Meaning  of  the  Social  Point 
OF  View 

1.   What  18  Society  f 

Thus  far  the  expression  "  a  social  point  of  view," 
has  been  used.  This  has  been  done  advisedly;  for 
what  the  social  point  of  view  is  depends  upon  each 
thinker's  concept  of  society.  There  may  be  as  many 
social  points  of  view  as  there  are  viewers.  On  this 
sobject  an  unusual  degree  of  confusion  has  existed, 
because  there  has  been  no  attempt  by  economists 
to  grasp  clearly  the  true  nature  of  society  and  then 
apply  it  in  a  logically  consistent  way  in  their  thinking. 
As  a  first  step  it  seems  desirable  to  attempt  a  broad 
classification  of  the  most  important  general  concepts 
of "  society  "  and  "  social." 

At  least  four  concepts  of  society  in  general  have 
inflaenced  economists,  consciously  or  imconsciously, 
in  their  theories,  and  are  worthy  of  consideration. 
First  come  two  extreme  concepts,  one  ancient,  the 
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other  of  relatively  recent  date;  and  these  will  be 
familiar  to  most  economists.  I  refer  to  the  '^  social- 
contract  "  and  the  ''  social-organism  "  theories. 

(1)  The  aocidlrcontract  theory  may  be  briefly  dis- 
posed of;  for  probably  no  one  now  holds  it  in  its  pure 
form.  Nevertheless  it  exerted  no  small  influence 
upon  early  economists.  According  to  this  theory, 
originally  no  society  existed  and  a  more  or  less  unmodi- 
fied individualism  reigned.  Such  was  the  state  of 
nature  described  by  Hobbes,  Locke,  and  Rousseau. 
Society,  the  thought  of  which  was  not  separated  from 
that  of  the  state,  was  formed  by  a  voluntary,  deliberate 
agreement  among  its  individual  members.  Thus 
society  was  an  abstract  something  entirely  separate 
from  its  members.  The  individual  came  first;  and, 
conscious  self-interest  having  been  the  cause  of  society, 
it  remained  the  moving  force.  Only  such  phases  of 
individual  life  were  embraced  in  the  social  existence 
as  might  be  necessary  for  protecting  the  lives  and 
property  of  the  individuals  concerned,  and  the  govern- 
mental aspect  of  social  action  was  decidedly  the  domi- 
nant one.  The  theory,  as  it  foimd  expression  in  the 
thought  of  the  Classicists,  meant  an  extreme,  rationalis- 
tic individualism;  which,  in  turn,  meant  a  tendency 
toward  certain  theories  of  wealth,  value,  productivity, 
as  indicated  above.  Of  course  there  are  different 
brands  of  individualism,  just  as  there  are  of  socialism. 
The  distinguishing  marks  of  the  older  social-contract 
individualism  were  its  rationalism  and  its  mechanical 
character.  Men  were  supposed  to  be  guided  by  self- 
interest  and,  as  the  self  was  looked  upon  as  a  material 
atom  exclusive  of  other  selves,  each  self's  interests 
were  apt  to  clash  with  those  of  other  selves  —  and  of 
society.^     Natxurally  the  limitations  of  natural  resources 

t  Flte,  iDdividiuaiiin. 
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and  costs  ware  emphasized,  and  the  possibilities  of 
organization  were  given  little  attention. 

(2)  At  the  other  extreme  comes  the  concept  of  society 
as  a  social  organism.     Sometimes  this  concept  is  based 
on  mysticism,  sometimes  on  biologial  analogy,  some- 
times on  historical  continuity;   but  always,  as  in  the 
social-contract  concept,  those  who  hold  it  are  apt  to 
fall  back  upon  the  "  natural  "  in  explanation.     Society 
is  thought  of  as  an  entity  which  is  either  separate  from 
its  members  (Clark)  or  fused  with  them  (SchaefiSe). 
The  reason  for  its  structure  and  purpose  are  to  be  found 
within  itself.      Society  comes  first  and  all  economic 
activities  are  thought  of  as  social  processes.      All 
phases  of  social  life  are  fused.    As  found  in  the  thought 
of  typical   socialistic,   nationalistic,   and   sociological 
economists,  the  social-organism  theory  leads  to  an 
extreme  '^  societism "  and  to  a  submerging  of  the 
individual.      Differences  among  individuals  are  over- 
looked as  insignificant,  including  both  differences  in 
capacity  and  in  possession.     Indeed,  it  is  a  general 
criticism  of  the  thought  of  these  theorists  that  they 
reason  either  as  tho  there  were  a  communistic  state  or  a 
uniformity  of  individuals.     Thus  they  seek  to  grasp 
and  to  balance  "  social  utiUty ''  and  ^'  social  cost " 
direcUy  and  immediately,  as  tho  society  existed  as  some 
conscious  entity  apart  from  or  above  individual  imits. 
Instead  of  composing  demand  and  supply  from  indi- 
vidual marginal  utilities  and  disutilities  they  would 
draw  curves  for  society  as  a  whole  directly.     Those 
who  are  socialists  assume  a  "  just  '*  (equal  ?)  distribu- 
tion and  so  are  able  to  disregard  important  existing 
inequalities;  but  those  who  accept  the  existing  system 
must  resort  to  some  idea  of  organic  harmony  or  to  an 
average.      The   individual,    then,    instead   of   being 
guided  by  self-interest,  acts  as  a  cell  which  is  nourished 
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and  controlled  by  social  processes,  and  harmony 
comes  not  through  clash  of  mterests  but  through 
identity. 

The  preceding  theories  are  now  of  relatively  slight 
importance:  one  is  dead,  the  other  is  rapidly  dying. 
Both  are  alike  in  that  they  set  the  individual  over 
against  society.  They  both  rest  upon  metaphysical 
bases,  the  one  assuming  a  natural  state  of  individual 
freedom,  the  other  a  natural  social  organism.  In  the 
one  the  individual  is  a  mechanical  atom;  in  the  other 
he  is  a  subordinate  cell.  Yes,  in  one,  value  is  measured 
by  contract  labor  cost,  and  in  the  other  by  social  labor 
cost  (Clark).     Truly,  extremes  meet! 

Of  late,  however,  there  has  come  into  prominence 
a  more  refined  (and  less  extreme)  modification  of  the 
social-organism  theory,  which  is  based  upon  psycho- 
logical analysis  and  centers  in  discussions  of  the  '^social 
mind."  As  worked  out  by  Professor  Cooley  *  and 
followed  by  Dr.  Anderson,*  this  refined  psychological 
theory  is  less  liable  to  lead  to  unsoimd  results,  and  with 
most  of  what  its  proponents  say  no  fault  is  to  be 
found.  Indeed,  with  these  writers  the  discussion 
may  become  a  mere  quibble  over  the  meaning  of  the 
word  "  organism."  The  danger  lies  in  an  over-emphasis 
of  society.  Thus,  tho  Professor  Cooley  surely  speaks 
well  when  he  says  that  the  individual  is  a  differentiated 
center  of  psychical  life,  having  a  world  of  his  own  into 
which  no  other  individual  can  fully  enter  (p.  9),  and 
that  the  ''  social  mind  "  is  the  expression  of  a  vital 
co-operation  of  individuals  (page  4),  he  also  says  that 
the  individual's  acts  are  the  outcome  of  the  whole  (page  4). 
Dr.  Anderson's  statement  of  the  case  appears  to  include 
more  of  the  cruder  biological  idea.     "  Society  is  an 

1  Cool«y,  C.  H..  Social  OrganiMtion,  1909  (1912  edition  dted). 
>  Axidanon.  B.  M.,  Sodal  Value.  1911. 


Digitized  by 


Google 


THE  SOCIAL  VIEW  IN  ECONOMICS  125 

organism/'  he  says  (page  83);  and  goes  on  to  argue 
that  this  is  true  because  (a)  an  organism  has  different 
parts  with  different  f imctions,  which  parts  (6)  are  inter- 
dependent, and  (c)  it  has  a  central  theme,  not  externally 
imposed,  to  the  working-out  of  which  the  different 
parts  contribute.  But  in  what  sense  has  society  these 
things  ?  ^  Hardly  in  the  sense  that  the  individual 
organism  has  them,  or  in  any  ordinary  sense  of  the 
word  organism.  Can  an  organism  be  made  up  of 
parts  which  are  themselves  organisms  ?  Do  the 
parts  of  an  organism,  interdependent  and  co-operating 
as  they  are,  each  duplicate  the  complete  round  of 
functions  of  the  organism  as  a  whole  ?  Whence  does 
society  get  its ''  central  theme,''  and  what  is  that  theme? 
Does  it  not  come  from  the  conscious  co-operation  of 
potentially  independent  individuals,  and  is  it  not  the 
well-being  of  those  individuals  ?  It  is  logical,  perhaps^ 
to  talk  of  a  central  theme  of  society,  if  we  regard  it 
as  the  harmony  of  co-operating  individuals;  but  we 
cannot  stop  there,  for  the  question  remains,  whence 
comes  this  co-operative  harmony  ?  —  and  the  answer 
takes  us  to  the  individual.  Of  course  this  gets  us  into 
a  circle,  but  circles  have  centers  and  starting  points, 
and  for  purposes  of  analysing  social  valuations  we  must 
work  out  from  and  back  to  individual  estimations. 
Dr.  Anderson  goes  on  to  state  that  there  is  a  social 
mind;  and  that  individual  differences  among  the  minds 
of  men  rather  prove  the  organic  character  of  the  social 
mind,  by  introducing  the  fact  of  differentiation.  (As 
tho  differences  in  parts  could  make  an  oi^anism!) 
And  then,  integration  being  obviously  necessary,  he 
adds:  "  The  mtegrating  element  is  found  in  the  points 
which  the  individual  minds  have  in  common"  (page 

1  See  Coker,  F.  W..  Oigaiusmio  Theoriee  of  the  State,  Columbia  Studies,  vol.  xxxvifl^ 
110.2. 
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85).  But  this  gives  us  but  a  mechanical  integration: 
a  mere  identity  of  minds  constitutes  no  living  thing 
or  organism,  but  a  blind  commonness  of  states  of 
consciousness.  Dr.  Anderson  himself  says  that  his 
social  "  organism  —  or  the  parts  —  is  not  necessarily 
conscious  "  of  the  social  theme.  Few  if  any  thinkers 
would  now  deny  the  existence  of  differentiation;  the 
rub  comes  in  the  manner  of  the  integration. 

Writers  of  this  new  psychological  school  have  done 
excellent  service  in  emphasizing  social  institutions 
and  the  interrelation  of  ethical,  political,  and  economic 
values;  but  they  seem  to  forget  that  this  emphasis 
can  be  accomplished  without  regarding  society  as  an 
organism.  While  criticising  economists  for  taking 
individual  activities  as  ultimate  data,^  they  are  them- 
selves too  prone  to  take  social  institutions,  fashions, 
social  values,  society  itself,  for  granted,  and  so  to 
dismiss  the  question  of  priority  of  individual  and 
society  as  unimportant,  forgetting  that  what  is  imim- 
portant  in  time  may  in  logic  involve  the  true  social 
point  of  view. 

There  remain  at  least  two  other  theories  of  society 
which  are  worthy  of  more  serious  attention.  The 
first  of  these  may  be  called: 

(3)  The  conmion-content-of-consciousness  theory,  or 
for  short  the  commonrcon^cioume^s  theory.  Passing 
over  the  sub-varieties  of  this  theory  for  the  present, 
we  note  first  that  it  comes  nearer  to  being  a  rational 
theory  than  either  of  those  mentioned  above;  for  it 
does  not  rest  upon  an  assumed  natxural  condition, 
individual  or  organic.  According  to  it,  society, — 
which  is  thought  of  as  having  always  existed  where 
men  have  had  relations  with  one  another,  —  is  the 

1  Cooley,  *'  The  Institational  Chanuster  of  PMuniuy  VahiAtton."  Amoioan  Jounal 
of  Sodolocjri  January,  1018. 
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necessary  and  normal  result  of  an  evolutionary  process, 
whereby  certain  instincts  arise  and  are  molded  so  as 
to  lead  men  to  take  on  such  relations  as  constitute 
society.  Society,  then,  is  regarded  not  as  something 
separate  from  the  individual,  but  as  the  summation 
of  those  parts  of  individual  consciousnesses  which  are 
alike.  Such  phases  of  individual  consciousness  are 
embraced  in  social  life  as  are  the  result  of  a  common 
experience  and  inheritance.  Society  thus  arises 
naturally  from,  and  is  limited  by,  the  fact  of  a  common 
content  of  consciousness.  Perhaps  this  concept  is 
illustrated  best  by  the  thought  of  those  membco^  of 
the  historical  school  who  have  held  to  what  is,  after 
all,  a  rather  mechanical  idea  of  development;  for  a 
little  reflection  shows  one  that  it  considers  the  individual 
as  an  exclusive  fragment  bound  to  other  individual 
fragments  by  a  chance  similarity  and  not  by  any 
interpenetrating  consciousness  of  that  similarity.  After 
all,  according  to  this  theory,  the  social  point  of  view 
means  a  sort  of  average  of  mechanically  related  imits,  — 
human  imits,  but  still  an  average.  Therefore,  if  it 
is  to  be  applied  to  present-day  civilization,  it  is  open 
in  some  degree  to  the  same  criticism  as  the  preced- 
ing theories  on  the  score  of  virtually  overlooking  the 
differences  among  individuals. 

Two  degrees  of  this  common-consciousness  theory 
may  be  distinguished,  (a)  Apparently  some  thinkers 
go  no  further  than  to  regard  society  as  merely  built 
up  of  individuals.  The  individuals  are  thought  of 
as  absolute  and  ultimate  bundles  of  innate  instincts. 
Those  who,  consciously  or  unconsciously,  have  this 
conception  would  logically  think  of  social  demand  as 
a  mere  sum  of  individual  demands,  and  would  freely 
add  and  average  in  a  mechanical,  arithmetic  way. 
(Jb)  But  others,  while  holding  a  similar  idea  of  the  origin 
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of  society,  would  evidently  attach  more  positive  signifi- 
cance to  its  existence.  They  would  regard  society 
as  reacting  upon  the  individuals  who  compose  it,  con- 
ditioning them  and  molding  their  states  of  conscious- 
ness. Thus,  social  demand  would  express,  in  part, 
the  reaction  of  the  social  relationship  upon  the  content 
of  the  individual's  consciousness.  It  is  the  latter 
variety  which  lays  sucb>  emphasis  upon  imitation. 
Social  leaders  suggest  styles,  fashions,  customs,  which 
the  individual  is  thought  of  as  more  or  less  blindly 
following.  Without  being  conscious  of  the  nature 
of  his  relations  to  society,  the  individual  is  positively 
afifected  thereby,  through  his  ability  to  sell  to  others 
and  his  desire  for  their  esteem.  I  believe  that  most 
economists  of  the  present  day  tacitly  assume  a  ''society' '' 
of  this  latter  type. 

(4)  Finally,  we  come  to  the  c(m8ci(yus<omm(mne99 
theory,  so  to  call  it.  One  who  holds  this  theory  will 
see  the  origin  of  society  in  the  reflective  consciousnes& 
of  the  individuals  concerned,  —  a  consciousness  which 
embraces  the  fact  of  a  commonness  of  the  contents 
of  the  various  individual  consciousnesses.  Instead 
of  regarding  the  individual  as  a  mere  mechanical 
fragment  of  consciousness,  one  will  think  of  him  as 
being  conscious  of  his  interrelations  with  his  fellows, 
and  so  doubly  bound  to  them.  Society  and  the 
individual,  far  from  being  separate,  will  be  inseparable 
aspects  of  a  complex  whole,  neither  one  coming  first 
nor  standing  above  the  other;  but,  through  the  con- 
scious interaction  of  individuals,  the  one  will  be  seen 
in  the  many,  and  the  many  in  the  one.  Thus,  this 
theory  contains  the  element  of  truth  found  in  the 
social-organism  theory. 

It  follows  that  differences  among  individuals  — 
whether  innate  differences  in  efficiency  or  acquired 
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differ^ices  in  wealtli  —  are  recognized.  Not  only  are 
they  not  overlooked,  but  they  are  not  avoided  by 
any  mathematical  jugglery,  for  the  way  is  seen  to  lie 
open  for  a  conscious  adjustment  of  necessary  differences. 
Society  means  co-ordination,  —  harmonious  adjust- 
ment. Not  an  average;  not  the  fusion;  not  the 
identity;  but  the  co-operation  of  individuals  makes 
society.  Consequently,  individual  self-interest  and 
social  interest  are  capable  of  being  harmonized;  for, 
if  we  assume  intelligence,  it  is  clear  that  each  member 
of  society,  being  conscious  (a)  of  his  relations  to  others, 
and  perhaps  (6)  of  their  similar  consciousness  of  their 
relations  to  him,  must  recognize  the  interdependence 
of  their  common  interests,  and  understand  that  the 
maxJTTiuTn  of  well-being  is  to  be  gained  by  co-operation 
with  his  fellows. 

The  conscious-commonness  theory  makes  the  scope 
of  society  depend,  not  upon  mere  blind  common  con- 
tent derived  more  or  less  passively  from  common 
environment,  but  upon  mutual  consciousness  of  that 
commonness  of  content.  It  makes  social  life  include 
such  phases  of  individual  consciousness  as  are  con- 
sciously held  in  common.  It  follows  that  society,  so 
defined,  may  be  in  one  way  narrower  than  the  pre- 
ceding concept,  while  in  another  way  it  may  be  broader. 
This  is  true,  first,  because  the  number  of  individuals 
who  are  capable  of  appreciating  their  interrelations 
with  others  is  more  limited;  and,  second,  because  the 
nimiber  is  not,  on  the  other  hand,  restricted  by  the 
character  of  experience  and  environment.  On  the  con- 
trary, by  means  of  education  and  interchange  of 
ideas,  all  sorts  of  individuals  from  all  sorts  of  environ- 
ments may  be  embraced  in  a  community  of  consciously 
common  ideas. 

As  in  the  case  of  the  "  common-consciousness  theory," 
two  degrees  of  the  conscious-commonness  theory  may 
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be  distinguished.  (1)  Some  may  regard  the  members 
of  society  as  merely  conscious  of  the  existence  of  like 
ideas  in  the  minds  of  their  fellows;  (2)  others  may  go 
further,  and  make  society  depend  upon  a  consciousness 
of  like  interests  and  purposes^  and  a  consciousness  not 
merely  that  those  like  interests  and  purposes  exist 
but  that  each  one  is  conscious  that  every  other  is  aware 
of  his  interests  and  purposes.  The  first  d^ree,  ob- 
viously, is  less  positive,  and  leads  to  the  concept 
of  a  less  active  society.  Society  is  thought  of  as 
merely  conditioning  and  molding  individuals.  The 
second  degree,  however,  is  that  of  a  positively  active 
society,  in  which  the  existence  of  a  mutual  reflective 
consciousness  of  common  feelings,  beliefs,  and  desires 
becomes  a  moving  force,  leading  to  active  co-operation. 
Thus,  we  may  call  this  higher  degree  of  the  conscious- 
commonness  idea  the  "  consci(ms-c(hoperati(m  "  theory. 

As  held  by  some  philosophical,  neo-classical,  and 
eclectic  economists,  this  idea  of  society  finds  expression, 
for  instance,  in  an  ability  to  harmonize  government 
interference  with  individual  initiative,  —  social  control 
with  private  property.  Likewise,  competition  is 
neither  praised  nor  blamed,  but  given  a  more  or  less 
limited  place  according  to  its  workings.  And  the  law 
of  diminishing  productivity  is  strictly  confined  to  a 
non-historical  application,  for  it  is  realized  that  by 
intelligent  co-operation  constant  progress  may  ration- 
ally be  assumed. 

To  suggest  somewhat  more  of  the  economic  signifi- 
cance of  the  last  two  main  concepts  of  society,  it  may 
be  said  that,  according  to  both,  the  social  point  of  view 
as  to  valuation  means  a  balancing  of  individual  mar- 
ginal utilities  and  disutilities.  No  such  thing  as 
margin  of  utility  for  society  is  recognized;  but  it  is 
clearly  seen  that,  to  some  extent,  the  fact  of  social  rela- 
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tionahips  reacts  upon  individual  marginal  utilities. 
Social  jK}]icy  is  to  be  determined  by  a  simmiation  of 
interrelated  and  mutually  influenced  individual  valua- 
tions. The  two  concepts  differ  in  that  according  to 
the  one  the  individual  is  not  rationally  aware  of  this 
balancing  process,  being  blindly  led  by  instinct  or 
imitation,  while  according  to  the  other  each  is  aware. 
Consequently  the  latter  means  a  much  closer  and  more 
plastic  relationship  among  the  marginal  utilities  of 
individuals. 

There  are,  then,  foxu:  general  ways  of  looking  at 
society.  Of  these,  the  two  first  mentioned  may.  be 
discarded  as  unsoimd.  The  last  two,  together  with 
their  various  shades  or  degrees  of  difference,  contain 
within  themselves  the  true  concept.  When  one  asks 
which  of  these  is  the  true  one,  and  which  the  true  sub- 
variety,  I  think  one  must  recognize  an  element  of 
truth  in  each.  Is  it  not  a  mere  question  of  fact  ?  The 
lowest  forms  of  society  are  instinctive,  like  the  colonies 
of  ants  and  bees.  Tlie  highest  forms  are  based  upon 
an  intelligent  consciousness  of  common  interests,  as 
in  the  highest  development  of  human  group  life. 
Between  the  two  lie  the  stages  of  an  evolution.  Of 
these  stages  I  have  but  indicated  four:  — 

T   ^  c  1.  Common  instincts. 

I.  Common  consciousness  <  r^    ▼    •<  ^. 

vAMiiuiuu  «;uxi0uiuui»i«»  ^  2.  Imitative  conmionness. 

n.  Conscious  commonness  \  ?"  Consciousness  of  common  ideas. 

Thus  the  question  as  to  what  concept  of  society 
Amid  be  involved  in  the  economist's  "  social  point 
of  view  "  depends  upon  the  facts  as  to  the  kind  of 
society  to  which  his  thought  applies.  If  the  group 
concerned  is  of  a  low  order  of  development,  innate 
instincts  and  emotions  (gregarious,  parental,  repro- 
ductive, acquisitive,  of  display)  are  the  dominant 
forces.     If  the  stage  of  ''  mob  action  "  exists,  a  stage 
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in  which  leaders  are  the  great  forces,  and  imitation 
(a  complex  group  of  instincts  ?)  is  the  prominent  fac- 
tor, we  still  have  a  low  order  of  society.  If  the  society, 
however,  is  one  in  which  each  is  conscious  of  a  common 
mass  of  ideas,  sentiments,  and  beliefs,  we  have  a  dis- 
tinctly higher  order  of  relationships;  and  when  this 
consciousness  embraces  a  realization  of  common  inter- 
ests and  pmposes,  the  highest  stage  is  attained,  in 
which  the  social  point  of  view  means  a  large  measure 
of  direct  and  conscious  co-operation.^ 

As  a  matter  of  fact  the  highest  societies  known  today 
involve  no  small  element  of  instinctive  action;  that 
is,  our  real  individuals  are  in  part  creatures  of  instinct. 
Education  is  covering  over  the  instinct  basis  gradually, 
the  result  being  a  highly  complex  mass  of  motives 
and  sanctions.  If  existing  society  were  based  solely 
upon  instinct  or  solely  upon  conscious  co-operation, 
the  analysis  of  the  social  sciences  would  be  vastly  sim- 
plified, and  we  could  make  economics  an  exact  science. 
As  it  is,  motives  are  so  mixed  and  divergent  —  some 
being  instinctive,  others  rational  —  that  when  we  seek 
to  make  any  ultimate  analysis  we  are  either  prevented, 
or,  by  abstraction,  reason  on  the  assumption  of  some 
one  of  the  single  concepts  indicated  above. 

2.   The  Application  of  the  concept  of  Society 

As  if  the  foregoing  were  not  complicated  enough, 
one  soon  finds  in  the  definition  and  use  of  economic 
terms  at  least  two  ways  of  applying  the  various  con- 
cepts of  society.  (1)  Thus,  one  writer,  whichever  one 
of  the  four  concepts  he  may  choose,  in  applying  the 
social  point  of  view  may  mean  the  point  of  view  of  a 

>  It  znay  be  interatting  to  note  that  in  the  first  atagee,  individualism,  matwrialiimi, 
a  necative  concept  of  eooiety.  and  the  idea  of  a  neceaeary  dash  of  interests,  all  are  logical; 
and  theae  ideas  characterise  the  thought  of  thoae  whoae  social  point  of  tSsw  meaiia 
society  in  those  stages.  But  each  higher  stage  is  a  limitation  upon  indiridualiam  sad 
materialism,  and  a  step  toward  a  more  positive  ooncept  of  society. 
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society  as  a  wholes  —  a  sort  of  anthropomorphic  con- 
cept of  society.  He  thinks  of  society  and  individuals 
as  separate  entities,  and  his  individual  —  and  he  himself 
—  takes  a  social  point  of  view  through  a  feat  of  altruistic 
gymnastics  called  self  sacrifice.  This,  as  Spencer  puts 
it,  involves  ^'  a  combined  action  which  directly  seeks 
and  subserves  the  welfare  of  the  society  as  a  whole, 
and  indirectly  subserves  the  welfare  of  individuals 
by  protecting  the  society."  *  Such  a  writer,  it  is  clear, 
has  in  mind  the  aggregate  wealth  or  activity  of  the  group 
as  a  whole.  Looking  at  society  in  this  way,  he  is  apt 
to  think  of  it  as  occupying  a  certain  territorial  area. 
Often  he  really  means  a  given  nation,  thus  falling  into 
the  old  error  of  confusing  "  society  "  with  the  "  state." 
He  comes  to  deal  with  the  "  wealth  of  nations  "  literally, 
and  hopelessly  confuses  economics  and  politics. 

(2)  But  another  writer,  in  using  the  words  "  social 
point  of  view,"  may  mean  something  quite  different, 
namely  a  relation  among  the  individtuda  who  compose 
the  group,  be  it  society  or  nation.  He  means,  not 
the  aggregate  wealth  of  the  whole  group,  but  wealth 
considered  from  the  point  of  view  of  an  individual 
who  conforms  to  the  group's  standards,  —  who  is  an 
integral  part  of  the  society. 

Thus,  the  one  application  does  not  concern  the 
individual  directly,  and  considers  an  aggregate;  the 
other  starts  with  the  individual,  but  limits  or  modifies 
his  motives  and  possessions  by  putting  him  into  a 
complex  of  social  relations.  Nor,  in  the  latter  applica- 
tion, are  the  welfare  of  the  individual  and  the  welfare 
of  the  society  separated. 

I  am  inclined  to  believe  that  a  good  deal  of  confusion 
has  crept  into  economic  reasoning  as  a  result  of  failing 
to  distinguish  these  two  possible  uses  of  the  idea  of 

Pkinfli|>lworSodolot7.Tol.ii.p.347    (N.T..  1801). 
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''  social  ^'  ;  and  that  possibly  a  consistent  resort  to 
the  latter  use  will  open  the  way  for  a  more  sane  and 
lifelike  treatment  of  economic  problems.  According 
to  it,  "  from  the  social  point  of  view  "  would  mean 
from  the  point  of  view  of  an  individual  who,  being 
sensible  of  a  likeness  between  the  content  of  his  con- 
sciousness and  that  of  the  consciousnesses  of  his  fel- 
lows, acts  in  accord  with  that  sensibility.  Or,  put 
more  objectively,  the  social  point  of  view  is  the  point 
of  view  of  an  individual  who,  being  conscious  of  a  mass 
of  feelings,  belief s,  and  purposes  which  he  shares  with 
(hose  with  whom  he  comes  in  contact,  acts  in  such  a  way 
as  to  preserve  society.  Put  either  way,  the  idea  is  the 
same:  things  are  seen  through  the  eyes  of  a  sentient 
and  conscious  individual  who  is  aware  of  an  interdepend- 
ence among  the  members  of  his  group,  induding  himself, 
and  consequently,  to  some  extent,  co-operates  with  them. 
What  acts  are  to  be  excluded  is  not  necessary  to  decide 
here.  The  question  must  be  more  or  less  relative. 
Suffice  it  to  say  that,  if  we  take  the  broad  stand  of 
society  in  general,  all  activities  which  violate  the 
morals,  laws,  or  economy  of  a  society  tend  to  destroy 
society,  and  are  anti-social;  a  social  individual  would 
not  engage  in  such,  and  consequently  they  are  not  in 
accord  with  a  social  point  of  view.  Two  things  are 
'certain:  (1)  One  cannot  escape  the  simple  fact  that 
only  the  individual  can  experience  costs  and  utilities 
and  make  valuations,  for  he  alone  is  the  seat  of  a  ner- 
vous system  and  sensations.  (2)  The  individual  is 
a  product  of  heredity  and  environment,  and  through 
both  he  is  molded  by  those  relations  with  his  fellows 
which  we  call  social.  In  view  of  these  facts,  the  only 
logical  recourse  seems  to  be  to  look  at  economic  facts 
and  forces  through  the  eyes  of  an  individual  considered 
as  an  integral  part  of  a  society,  —  the  "  social  indi- 
vidual."     This  would  free  us  both  from  atomistic 
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individualism  and  from  organismic  societism.  The 
one-sidedness  of  both  individualism  and  socialism 
becomes  apparent.  The  conclusion,  then,  is  that 
for  most  purposes  we  should  adopt  what  may  be  called 
"  the  sodal4nd%mdudl  point  of  view.^' 

As  already  implied,  the  "  social  individual  "  may  be 
thought  of  as  a  member  of  any  kind  of  society,  and  the 
social-individual  point  of  view  is,  therefore,  but  a 
means  of  appljdng  one's  concept  of  society,  that  con- 
cept being  the  primary  consideration.  Thus,  to  take 
but  a  single  case,  if  one  takes  the  "  conscious^om- 
monness "  theory,  one's  social  individual  is  always 
thought  of  as  a  person  who  is  more  or  less  intelligently 
conscious  of  the  ideas  of  his  fellows,  and  is  far  removed 
from  being  a  mechanical  fragment  or  atom.  He  is 
always  a  part  of  society  in  the  sense  that  he  so  acts 
upon  and  is  reacted  upon  by  his  fellows  that  all  are 
interdependent,  and  he  knows  it.  Nothing  is  assumed 
as  to  his  equality  with  them,  nor  as  to  his  natxural 
position  in  a  social  organism.  He  values  things  in 
view  of  his  relations  to  others.  He  may  be  more  or 
less  selfish  —  as  the  psychologist  may  decide  —  but 
by  the  economist  his  wealth-getting-and-using  activi- 
ties are  taken  for  granted  so  long  as  they  are  consistent 
with  a  consciousness  of  the  existence  of  similarly  con- 
scious fellows. 

From  the  social-individual  point  of  view,  predatory 
and  other  anti-social  activities  not  being  recognized, 
the  Peruna  and  b\u:glar'&-jimmy  problems  would  be 
quickly  and  correctly  solved.  They  would  hardly  be 
problems!  Of  course,  "  wealth  "  would  be  somewhat 
narrower  in  scope  than  the  non-social  individual  might 
wish.  On  the  other  hand,  merely  acquisitive  activities 
would  be  given  a  logical  recognition:  if  based  upon  free 
exchange,  the  social  individual's  activities  may  add  to 
his  wealth  without  adding  to  that  of  his  fellows.     Does 
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he  not  thereby  gain  for  the  efficient  at  the  expense  of 
the  inefficient,  even  tho  the  '' wealth-of-society-as-a- 
whole  ''  is  not  increased  ? 

III.  The  Special  Meaning  op  the  Social  Point 
OP  View  in  Economics 

But  after  one  has  taken  any  of  the  four  ideas  of 
society,  and  has  decided  whether  to  look  at  things 
from  the  point  of  view  of  a  society  as  a  whole,  or  that 
of  a  ''  social  individual,"  the  question  remains,  how 
much  of  society  should  one  include  ?  What  should 
be  the  content  of  one's  social  point  of  view  ?  Is  the 
social  individual  to  be  the  "  economic  man  "  ?  Not 
only  do  we  generally  reason  more  or  less  abstractly 
by  assuming,  consciously  or  unconsciously,  some  one 
of  the  various  concepts  of  society;  but  we  also  usually 
are  forced  to  make  our  reasoning  still  more  abstract 
by  limiting  the  content  of  the  idea  of  society.  We  do 
this  by  considering  only  a  part  —  or,  better,  an  aspect 
—  of  the  content  of  individual  consciousness  which  is 
held  in  common. 

Social  life,  of  course,  has  many  modes;  and  there  are 
many  centers  of  conscious  activity  which,  as  it  were, 
form  the  points  of  contact  between  the  consciousnesses 
of  those  individuals  who  form  a  society.  The  more  of 
these  centers  that  are  thought  of  as  embraced  in  the 
common  consciousness,  the  richer  the  concept  of 
society,  tho  probably  the  fewer  the  individuals  in- 
cluded. To  be  more  concrete,  we  often  speak  of  various 
"  worlds  "  such  as  the  "  literary  world,"  "  the  world 
of  art,"  "  the  world  of  business."  Then  there  are 
"  racial  ties,"  "  social  whirls,"  and  the  like.  Common 
language,  racial  temperament,  religion,  and  the  like, 
tho  not  essential,  facilitate  the  formation  and  existence 
of  these  societies.  Perhaps  the  most  important  of  the 
social  "  worlds  "  center  in  religion,  ethics,  economics, 
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government,  and  art,  using  these  terms  very  broadly. 
Accordingly,  the  social  point  of  view  might  be  based 
upon  a  society  including  all  these  worlds,  or  aspects 
of  consciousness,  so  that  its  members  would  act  and 
react  effectively  upon  one  another  from  many  angles. 
This  would  be  the  broadest  social  point  of  view, — 
the  one  for  "  sociology/'  Should  it  be  taken  by  the 
economist  ?  Here  we  meet  a  question  akin  to  the  old 
one  concerning  the  inclusion  of  ethical  and  political 
considerations  in  economic  analysis. 

It  seems  clear  that  the  economist's  social  point  of 
view  should  include  only  the  economic  aspect  of  society. 
For  the  same  reason  that  "utility"  and  "wealth" 
are  generally  regarded  as  non-ethical  concepts,  the 
economist,  as  such,  should  .be  limited  by  a  wise  division 
of  labor  to  that  aspect  of  the  common  content  of 
individual  consciousnesses  which  concerns  men's  rela- 
tions to  things  of  limited  supply  that  they  desire.  Just 
as  economics  is  concerned  only  with  those  individual 
acts  that  concern  wealth  (including  services),  so  its 
social  point  of  view  posits  an  economic  society. 

An  economic  society  may  be  defined  as  a  group  of 
individuals  who  are  mutually  dependent  upon  a  com- 
mon or  interrelated  supply  of  economic  goods.  If  it 
is  as  highly  developed  as  are  most  economic  societies 
today,  it  becomes  a  group  boimd  together  by  mutual 
consciousness  of  the  desirability  of  exchange,  and  is 
based  upon  a  conscious  appreciation  of  the  importance 
of  the  interrelation  as  a  means  of  gratifying  the  wants 
of  the  individuals  concerned,  It  thus  ceases  to  be 
based  upon  a  quasi-mechanical  exchange  of  goods. 

Such  a  society  may  or  may  not  coincide  with  a 
"  world  of  art "  or  a  "  race."  It  is  not  confiined  to 
national  bounds.  Indeed,  it  may  be  narrower  in 
extent  than  a  nation.  Are  not  England  and  the  United 
States  and  Canada  embraced  in  a  single  economic 
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society?  And  was  the  South  in  1860  not  more  a 
part  of  England's  economic  society  than  of  that  of  the 
North  ?  Probably  dreams  of  imiversal  peace  will  come 
most  nearly  being  realized  as  a  result  of  the  growth  of  a 
highly  developed  world-wide  economic  society,  —  an 
international  consciousness  of  common  economic 
interests. 

Thus,  to  take  a  special  case,  wealth,  from  a  truly 
economic  social  point  of  view,  should  be  defined  without 
regard  to  the  artist's,  the  statesman's,  or  the  prophet's 
official  valuations.  Obviously,  there  can  be  many 
different  attitudes  towards  the  things  that  the  econo- 
mist calls  wealth.  Wealth  exists  as  an  objective 
fact;  but  each  social  science  approaches  it  from  a 
different  angle  of  vision,  and,  while  to  the  student  of 
ethics  it  is  one  of  many  "  good  "  or  "  bad  "  things, 
and  to  the  statesman  one  of  many  means  to  the  end 
of  the  security  and  political  well-being  of  the  citizen, 
to  the  economist  it  is  the  whole  external  world  of 
scarce,  want-gratifying  things.  To  be  sure,  he  must 
know  that  men  desire  certain  scarce  things  partly 
because  they  think  them  right  or  politically  expedient, 
which,  put  in  other  words,  is  to  say  that  the  economic 
world  —  being  a  part  of  other  worlds,  all  interpene- 
trating—  is  modified  in  scope  by  those  other  worlds; 
but  he  takes  his  world  as  he  finds  it,  and  his  society 
is  none  the  less  economic.  Thus,  his  social  point  of 
view  does  not  mean  an  ethical  one,  even  tho  the  influence 
of  ethics  is  not  to  be  excluded. 

This  does  not  mean  that  the  economic  society  is 
peopled  with  mythical  "  economic  men "  ;  but  it 
does  mean  that  the  economist's  society  is  that  aspect 
of  society  or  societies  taken  as  a  whole  which  centers 
in  economic  relations,  and  that  ethical  or  other  motives 
are  of  interest  to  him  only  as  posited  data  which  may 
aid  him  in  understanding  the  coxurse  of  men's  wealth* 
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getting-and-iising  a4:bivit%es.  It  may,  however,  be 
said  to  mean  a  true  economic  man  in  the  shape  of  an 
economically  social  individual  who  lives  in  accord 
with  the  mutual  dependence  and  consciousness  of  the 
desirability  of  exchange  which  characterize  the  eco- 
nomic aspect  of  society,  —  the  economic  world. 

In  fine,  I  conclude  that  the  true  meaning  of  the  social 
point  of  view,  as  most  expedient  for  the  economist, 
is  as  follows:  it  is  the  point  of  view  of  an  individual 
who  is  conscious  of  an  interdependence  among  those 
with  whom  he  comes  in  contact  relative  to  all  scarce 
utilities,  and  who  consequently  acts  so  as  to  co-operate 
with  them  in  producing  and  consuming  such  utilities. 
It  is  the  point  of  view  from  which  the  individual  is 
seen  as  the  conscious  unit  of  a  group  whose  members 
are  interrelated  by  commonness  of  content  of  conscious- 
ness with  regard  to  wealth.  Proceeding  from  the 
individual  consciousness,  the  economist's  social  point 
of  view  concerns  a  relationship  among  individuals 
based  upon  exchange.  Society  and  individual  are 
synthesized.  This  I  have  called  the  social-individual 
point  of  view. 

Whether  convinced  of  the  soundness  and  expediency 
of  the  foregoing  conclusions  or  not,  the  reader  can 
hardly  fail  to  admit  that  a  true  social  point  of  view  for 
economics  must  be  founded  upon  (1)  a  true  concept 
of  society  in  general,  (2)  a  true  concept  of  "  social," 
as  involving  the  application  of  the  concept  of  society, 
and  (3)  a  true  concept  of  "  economic  society  "  in  partic- 
ular. It  is  the  writer's  earnest  desire  to  see  such 
concepts  adopted  and  consistently  followed  by  econo- 
mists. 

Lewis  H.  Haney. 

UNIVBBS1T7  OF  TbxAS. 
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THE  KARTELL  MOVEMENT  IN  THE 
GERMAN  POTASH  INDUSTRY^ 
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160.  —  Continued  increase  in  facilities,  164.  —  V.  Negotiations  for 
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pendents with  Americans,  175.  —  Law  of  1910,  giving  imperial  control 
over  production  and  prices,  177.  —  Syndicate  renewed  in  1910,  179.  — 
VI.  The  Potash  Controversy  between  Germany  and  the  United  States, 
179.  —  Terms  of  settlement,  181.  —  VII.  Working  of  the  Potash  law 
of  1910,  182.  —  No  check  to  increase  of  mines,  183.  —  VIII.  Con- 
clusion, 186. 

I.  INTRODUCTORY 

The  actual  source  of  the  world's  potash  supply  is 
at  present  m  the  deposits  of  potash  salts  found  in 
northern  Germany.  The  great  Stassfurt  potash  in- 
dustry is  based  on  the  presence  of  those  salts  in  the 

X  Aflioag  noent  pobMotioM  on  the  tobjeot,  the  foUowinc  hftve  been  eepedeBy 
il: 
Kriiohe,  Dr.  Paul,  "  Die  Yerweitung  dee  Ealii/'  in  Industrie  und  Lendwirt- 

■ohaft.  1908. 
Stenge,  Dr.  A.,   FOnfiic  Jahra    Deutaofalande  Kali4ndu«trie,   JubOaenme- 

Mhrift,  1011. 
Paznuumt  H.,  Die  KaK-induetrie  in  ihmr  Bedeutung  und  Entwiokhing.  18INI. 
Pfeilfer.  E.,  Handbuoh  der  Kidi-<nduirtrie.  1887. 
PaMow.  Dr..  Materialen  dee  wirtM^haftUohen  Stiidiiuaa,  bd.  iL 
Gioth,  L.  A.,  The  Potadi  8alta,  1002. 
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80-called  Magdeburg-Halberstadt  rock  salt  basin.^ 
Smaller  and  commercially  imimportant  are  the  deposits 
of  the  same  tyi)e  found  in  Galicia,  Chili,  Persia,  and 
Eastern  Asia.  Germany  thus  possesses  a  practically 
complete  monopoly  of  potash  salts.  Their  solubility  and 
the  ease  with  which  they  can  be  converted  into  con- 
centrated products  are  the  qualities  which  have  made 
the  world  envious  of  Germany's  possession  of  this  great 
resource.* 

The  story  of  the  discovery  and  development  of  these 
deposits  is  interesting.  For  hundreds  of  years  salt 
springs  had  attracted  attention  in  the  Stassfurt  region. 
At  length,  after  a  number  of  unsuccessful  attempts  in 
the  decade  1860  to  1860,  rock  salt  was  discovered 
after  penetrating  several  strata  of  peculiar  bitter  salts. 
The  salts  designated  "  Abraumsalze,"  were  regarded  as 
worthless,  —  an  obstruction  to  the  mining  of  rock 
salt.  Professor  Marchand  showed  that  they  contained 
certain  valuable  elements,  whereupon  the  Prussian 
government  started  to  sink  a  shaft  in  1858  for  the  pur- 
pose of  mining  them.  Small  quantities  of  the  crude 
salts  were  subjected  to  a  process  of  concentration  and 
sold  for  industrial  uses.  The  success  which  attended 
the  opening  of  the  Prussian  mine  induced  the  Grand 

Sohulie.  H.,  Die  Chemlsohe  Industrie  in  Deuteohland,  1908. 
SohiGnemann,  Die  deutsohe  Kali-industrie  und  das  Kalicesets,  1911. 
Heinumn,  R.,  *'  Die  neuere  Entwioldung  der  Kali-industrie  und  dee  Kaliesmdi- 

k«to/'  in  SohmoUer's  Jahrbuoh.  1906. 
Engelke,  G.,  Das  deutsehe  Kalikartell  in  seiner  Entwieklung  und  flegenwtrtilcen 
Gestalt.  Sehriften  des  Venins  fOr  Soaialpolitilc,  bd.  iz.  1894. 
Valuable  material  is  found  also  in  the  Kartell-Rundsohau  (since  1903);  the  Kartell- 
Jahrbuoh  (bd.  i,  ii);  the  Berliner  JahrbQoher  fOr  Handel  und  Industrie  (published  by 
the  Aeltesten  der  Kaufmannsehaft.  since  1903);  the  Deutsehe  Oekonomist;  and  the 
Druoksaohen  des  deutsohen  Retchstages. 

>  See  brief  description  in  Engelke  {j^.  46),  Heimann  (p*  1489)«  and  in  the  books 
of  Kiiaohe,  Paxmann,  and  Pfeiffer.  I  refer  to  these  sources  also  for  the  historical 
sketch  that  follows. 

s  On  the  various  endeavors,  all  virtually  unsucceosful,  to  find  sources  of  potash 
supply  in  the  United  States,  see  FertiUier  Resources  of  the  United  Stetes,  pre- 
pared by  the  U.  8.  Department  of  Agriculture  and  published  aa  Senate  Document  190* 
63d  Congress,  2d  Session  (1912). 
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Duchy  of  Anhalt  to  open  a  second  one,  which  began 
operations  in  1862.  But  the  value  of  the  ''  Abraum- 
salze^'  was  immensely  enhanced  when,  after  a  series 
of  painstaking  investigations,  Dr.  Frank,  assisted  by 
Justus  von  liebig,  demonstrated  their  value  for  fer- 
tilizing purposes.  These  discoveries  inaugurated  a  new 
era  for  the  Stassfurt  industry,  which  now,  by  reason 
of  its  lower  cost  of  production,  possessed  a  great  ad- 
vantage over  other  sources  of  potash.  The  price  of 
muriate  of  potash,  which  ranged  from  $75  to  $100  per 
metric  ton  in  1862,  fell  to  one-third  that  price  in  1864 
and  1865. 

At  present  only  the  potash  salts  with  the  highest 
potash  content  are  mined.  Of  these,  the  most  im- 
portant are  camallite,  kainite,  hard  salts,  and  sylvin. 
Camallite  is  a  hydrated  double  salt  of  muriate  of  potash 
and  magnesium  chloride,  used  especially  as  the  basic 
salt  for  concentration  into  muriate  of  potash.  Kainite 
is  also  a  double  salt  containing  potash  in  the  form  of 
sulphates  and  chlorides  of  potash  mixed  with  sulphates 
and  chlorides  of  magnesium.  It  is  more  valuable  than 
camallite  and  can  be  used  directly  as  a  fertilizer. 
Hard  salts  are  a  mixture  of  kieserite  and  kamite  with 
sylvin.  Sylvin  is  the  most  valuable  of  all  the  crude 
salts.  Like  hard  salts  it  finds  its  chief  employment 
in  industry,  while  kainite  is  used  chiefly  in  agriculture. 

In  the  export  trade  the  concentrated  salts  play  a 
much  more  important  part  than  the  crude  salts.  Mu- 
riate of  potash  (KCl)  is  the  most  important,  being 
used  in  immense  quantities  as  a  fertilizer  for  sugar 
beet,  cotton,  and  other  crops.  Sulphate  of  potash 
(K4SO2)  is  manufactured  in  smaller  quantities,  of  which 
a  large  part  is  absorbed  by  tobacco  culture  in  the  United 
States.  Such  potash  products  as  carbonate  of  potash, 
manure  salts,  and  the  crude  salts,  bergkieserit,  syl- 
vinite,  sch5nite,  are  of  less  importance. 
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The  annual  output  of  the  German  potash  industry 
shows  an  extraordinary  increase  during  the  past  half 
century,  as  is  indicated  by  the  following  table:  — 

OtTTPUT  OF  Potash  Salts  ^ 

In  1000  Metric  Tons       Value  in  1000  lUaka 

1862 19.8  340 

1870 201.9  2,628 

1880 665.9  6,783 

1800 1274.0  16,500 

1000 3050.6  30,111 

1905 5043.5  60,301 

1909 7042.0  81,655 

The  production  of  muriate  of  potash  also  shows  large 
increases.  A  significant  change  in  the  demand  appears 
in  the  fact  that,  whereas  in  1861  no  potash  was  sold 
for  agricultural  purposes,  by  1880  agriculture  took  42.5 
per  cent  of  the  total  output  and  in  1905,  84.5  per  cent. 
Altho  the  consumption  of  potash  in  the  glass,  soap, 
and  other  industries  has  increased  in  absolute  amounts 
from  year  to  year,  it  forms  relatively  a  steadily  dimin- 
ishing portion.' 

The  United  States  is  the  largest  consumer  of  potash 
outside  of  Germany  itself.  The  increase  in  the  impor- 
tation of  potash  during  the  past  twenty-five  years  has 
been  marked.  Owing  to  the  frequent  changes  in 
classification  it  is  difficult  to  obtain  a  comparable  set 
of  figures;  but  for  muriate  of  potash,  the  most  impor- 
tant of  the  products  imported,  the  increase  since  1884 
has  been  nearly  ten-fold.*  Sulphate  of  potash  and 
manure  salts  show  a  slower  but  still  significant  growth. 

I  Compiled  by  Beb&Mouam  from  \^ortelJ«linhafto  lur  SUtirtik  dm  DmitMhsn 


•  New  Yoik  Fimmobl  and  Commeroial  Chroniole,  vol.  io»  p.  630,  eonUtins  an  infter- 
eidiic  note  in  this  oonneetkm. 

s  Value.  1884. 1729.484;  1912, 87,229.109. 
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Nevertheless,  the  American  consumption  per  acre  of 
tillable  land  is  as  yet  only  one-eighth  of  the  consumption 
in  Germany.  Three-fourths  of  the  potash  imported 
into  the  United  States  is  used  in  the  Atlantic  and  South 
Central  states,  in  the  form  of  commercial  fertilizer,  of 
which  potash  is  a  constituent.^ 

The  potash  trade  in  the  United  States  is  handled 
by  the  New  York  agency  of  the  potash  syndicate. 
Several  groups  of  buyers  may  be  distinguished.*  First, 
the  powerful  fertilizer  manufactming  corporations,  of 
which  the  largest  are  the  American  Agricultural  Chemi- 
cal Co.,  of  l^Iew  York,  and  the  Virginia-Carolina  Chemi- 
cal Co.,  of  Richmond,  both  organized  in  the  late  nineties 
as  combinations  of  existing  fertilizer  concerns.  To 
these  was  added,  in  1909,  the  International  Agricul- 
tural Corporation,  a  result  of  the  developments  of 
190&-O9,  which  led  the  so-called  independents  to 
combine.*  The  Virginia  company  owns  a  controlling 
interest  in  the  Einigkeit  potash  mine  in  Germany, 
while  up  to  the  end  of  1912,  the  International  owned 
the  Sollstedt  mine.  A  second  group  of  potash  buyers 
is  formed  by  the  large  packing  houses,  which  buy  potash 
for  their  fertilizer  plants,  and  the  smaller  independent 
fertilizer  manufacturers.  Finally  there  are  manufac- 
turers of  chemicals,  dry  mixers  and  jobbers  of  fertilizer, 
farmers'  associations,  and  local  dealers. 

1  Cf.  12th  Geamis,  rol.  v«  p.  ozzxix;  Krisdie,  pp.  164-157;  Stance,  pp.  154-166. 

>  EarteU-Bundaohau,  vol.  iz,  p.  88. 

•  For  a  histoiy  of  the  attempta  wUoh  pieoeded,  oonralt  Amerioan  Fertfliaer,  April 
1009;  and  July,  1900,  p.  23. 
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II.  Early  Agreements.    The  First  Syndicate 
(188ft-1898)  1 

Following  the  entry  of  the  two  fiscal  potash  mmes 
mto  the  field  of  potash  production,  the  factories  estab- 
lished by  private  individuals  for  the  manufacture  and 
concentration  of  the  crude  salts  began  in  1864  and  1865 
to  outstrip  the  capacity  of  the  market  to  absorb  their 
products.  The  number  of  enterprises  had  increased 
from  three  in  1862,  to  eleven  in  1863  and  eighteen  in 
1865.  Commercial  depression  and  over-production 
resulted  in  the  failure  of  nearly  a  third  of  the  companies 
in  the  latter  year.  Rapid  recovery  and  subsequent 
prosperity  again  brought  about,  in  1871  and  1872,  an 
increase  of  manufacturing  facilities  not  warranted  by 
demand.  The  decline  in  the  price  of  muriate  of  potash 
which  began  in  1872,  and  lasted  until  1874,  put  a  num- 
ber of  factories  out  of  business.'  The  pressure  toward 
some  sort  of  combination  led  to  an  agreement  between 
the  manufacturers  in  1876,  whereby  prices  were  to  be 
fixed  weekly  by  a  commission.  With  the  resumption 
of  prosperity  in  the  following  year,  several  of  the  mem- 
b^^  withdrew  and  the  agreement  came  to  an  end. 

In  contrast,  the  development  of  the  potash  mines  up 
to  1875  was  one  of  steady  progress.'  But  in  that  year, 
a  third  mine  at  Westeregeln,  and  a  fourth,  New-Stass- 
furt,  in  1877,  deprived  the  fiscal  mines  of  Prussia  and 
Anhalt  of  their  monopoly  in  the  production  of  crude 
salts.  In  view  of  the  fact  that  any  one  of  the  four 
mines  could,  if  necessary,  supply  the  total  demand,  the 

>  In  addition  to  the  works  already  dted  reference  may  be  made  to  the  Denkaehiift 
Aber  das  Kartellwesen,  bd.  i,  1905,  p.  77.  The  Kartell-Rundsohau  has  given,  sinoe 
1908,  an  account  of  current  events  in  the  potash  syndicate. 


s  Pfelffer,  pp.  106  et  seq.;  Krische,  p.  79. 

a  Pazmasn,  pp.  86  et  seq.;  Krische,  pp.  79  et  seq. 
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fiscal  mines  did  not  relish  the  idea  of  unrestrained  com* 
petition.  The  expected  happened.  The  alternative 
of  free  competition  and  low  prices,  sure  to  entail  serious 
losses  upon  all  of  the  mines,  and  eventually  ruin  to 
some,  was  rejected  for  combination.  With  the  active 
cooperation  of  the  Prussian  fisc,  the  four  mines,  Stass- 
furt  (Prussian  fisc),  Leopoldshall  (Anhalt  fisc),  New- 
Stassfiurt  and  Westeregeln,  agreed  to  limit  for  five  years 
the  output  of  camallite  intended  for  concentration 
into  refined  salts.  ^  Certain  provisions  as  to  the  price  of 
crude  salts  were  included,  but  it  was  left  open  to  the 
factories  to  fix  the  prices  for  concentrated  products.' 
Between  the  three  kainite  producing  mines  a  similar 
agreement  was  concluded  in  April,  1879,  fixing  prices 
and  the  total  amount  to  be  mined  by  each  member.* 

The  success  of  the  potash  mines  was  an  incentive  to 
the  investment  of  capital  in  new  enterprises  of  the  same 
sort.  A  mine  at  Aschersleben  began  operations  in  1882, 
and  threatened  to  rob  those  already  in  the  field  of 
their  market.  Westeregeln's  notice  in  June,  1883,  of 
withdrawal  from  the  camallite  agreement  led  to  its 
dissolution  in  October.  However,  after  some  negotiar 
tion  efforts  at  securing  a  new  agreement  were  successful, 
and  on  October  21,  1883,  representatives  of  the  five 
mines  signed  contracts  renewing  the  previous  one.  As 
the  Aschersleben  mine  also  produced  kainite,  the 
necessary  revision  of  the  kainite  agreement  was  made 
and  Aschersleben  became  a  member  in  1884.^ 

>  Abo  EnaellEe,  p.  7. 

I  Tbe  proportion  of  the  total  output  allotted  to  eaoh  mine  was  ae  follows: 

PruasianFisc  60   % 

Anhalt  Fiso 27.6% 

New-Stassfurt   10   % 

Westencsln 12.6% 

CKrisohe,  p.  70.) 

*  Kiisehe,  p.  80;  SohAnemann.  p.  0. 

<  SefaOnemaDn,  pp.  6,  7;  Kriaoliet  p.  80;  EnasOce,  p.  0. 
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At  the  time  a  seventh  mine,  Hercynia  at  Vienenburg, 
became  a  party  to  the  camallite  agreement,  several 
changes  were  made.  Special  privileges,  that  of  fixing 
the  price  of  crude  salts  sold  to  the  factories,  and  the 
right  to  veto  a  reduction  or  increase  in  allotments,  were 
conceded  to  the  Prussian  government.  The  price- 
fixing  privilege  was  of  small  importance  except  to  the 
fiscal  mmes,  since  the  private  mines  supplied  only  their 
own  factories  operated  in  connection  with  the  mines.^ 

Shortly  after  the  renewal  of  the  camaUite  agreement 
in  1883,  the  manufacturers  of  muriate  of  potash  formed 
an  association  for  marketing  concentrated  products.' 
Afl  the  supply  of  raw  material  was  fixed  by  the  mine 
owners,  no  restriction  of  production  was  necessary. 
The  organization,  somewhat  more  elaborate  than  in 
previous  agreements,  provided  for  a  central  sales  oflSce 
through  which  all  the  manufacturers  agreed  to  market 
their  products.  The  manager  of  the  sales  office,  acting 
according  to  instructions  formulated  by  a  representa- 
tive commission  of  manufacturers,  effected  sales, 
received  orders,  and  assigned  them  to  the  members  as 
nearly  as  possible  in  proportion  to  the  quantities  of 
raw  material  assigned  to  them  by  the  mine  owners' 
association.  Occasional  excesses  or  deficits  were  to  be 
adjusted  semi-annually.  The  commission  fixed  the 
price  of  miuiate  of  potash,  but  could  raise  it  only  with 
the  consent  of  the  Prussian  fisc. 

The  potash  industry  prospered  during  the  decade 
following  the  formation  of  the  fiirst  agreement.  The 
combination,  including  as  it  did  all  the  producers,  had 
been  able  to  keep  up  prices  and,  at  the  same  time,  in- 
crease the  demand  for  potash.  The  addition  of  three 
new  mines  had  not  been  a  disturbing  factor.     The 


— . ',  PP-  8-10. 

I  SnMnirmann.  p.  7;  Kiisohe,  p.  80;  EogfSke,  p.  0. 
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advantages  of  regulation  had  become  too  evident  to 
allow  a  return  of  free  competition  upon  the  expiration 
of  existing  agreements.  Strengthened  by  observation 
of  the  results  of  competition  which  had  taken  place 
between  the  pooled  and  independent  muriate  factories 
in  the  American  market,  the  opinion  became  prevalent 
that  a  renewal  of  existing  contracts  was  insufficient 
and  that  all  products,  crude  and  refined,  should  be 
included  in  a  new  and  firmer  agreement.  Finally  there 
was  formed,  during  September  and  October,  1888,  the 
first  all-embracing  potash  Kartell  or  syndicate,  upon 
the  basis  of  seven  separate  contracts  or  agreements,  the 
first  four  of  which  related  to  crude  salts,  the  last  three  to 
refined  products.* 

The  members  of  the  syndicate  proper  were  mine 
owners  exclusively.  Owners  of  special  factories  (i.  6. 
factories  not  operated  in  connection  with  any  particular 
mine)  who  were  members  of  the  mmdate  agreement  of 
1883,  were  compelled  to  observe  the  conditions  pre- 
scribed in  the  last  three  contracts  as  to  the  production 
and  sale  of  concentrated  products.  In  return,  they  were 
assured  an  exclusive  supply  of  raw  material  for  the 
greater  part  of  the  syndicate's  duration  of  ten  years, 
with  the  warning  that  they  would  be  cut  off  from  all 
supplies  if  they  were  found  to  encourage  the  establish- 
ment of  a  new  potash  mine.  The  output  of  the  special 
factories  had  been  steadily  decreasing,  and  when  the 
Prussian  fisc,  which  had  operated  no  factory  of  its  own, 
withdrew  formally  from  the  existing  agreements  to 
establish  a  factory  in  1887,  the  business  of  the  special 
factories  had  decreased  to  such  an  extent  that  they 
offered  to  pay  the  Anhalt  fisc  higher  than  current  prices 
in  order  to  secure  crude  salts.  Consequently  in  1888, 
the  assurance  of  raw  material  was  welcome  to  them. 

1  For  a  dsMriptlonof  thtt  oontmots,  tee  Krisohe,  p.  81;  SohdneniAim,  p,  7{  Encelke* 
VP-  12,  18. 
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The  first  two  of  the  seven  contracts  (designated  la 
and  Ila)  dealt  with  camallite.  A  commission  of 
representatives  from  the  seven  mines  fixed  the  total 
amount  to  be  mined  and  allotted  it  by  percentage  shares 
to  the  individual  mines.^  Minor  provisions  regulated 
the  raising  and  lowering  of  quotas.  Kainite  containing 
12.4%  pure  potash  was  chosen  as  a  basis  for  the  calcu- 
lation of  allotments.  The  kainite  contracts  (Ila  and 
116)  dealt  similarly  with  the  allotment  of  production, 
but  since  kainite,  unlike  camallite,  is  sold  in  its  crude 
state  for  agricultural  purposes,  its  sale  was  placed  in  the 
charge  of  a  central  sales  office,  the  producers  agreeing 
to  make  no  independent  sales,  to  observe  the  terms  of 
sale  fixed  by  the  central  office,  and  to  make  regular  and 
accurate  reports.  Selling  prices  were  fixed  by  a  com- 
mittee of  the  associated  mine  owners,  subject,  however, 
to  certain  privileges  conceded  to  the  Prussian  Minister 
of  Commerce  and  Industry.  He  was  given  the  right 
to  name  special  prices  for  the  supply  used  in  domestic 
agriculture,  whenever  it  should  seem  advisable  in  order 
to  increase  sales,  or  necessary  for  the  welfare  of  German 
agriculture.  The  detailed  provisions  for  the  temporary 
transfer  of  allotments  dining  disturbances  in  operation 
need  not  be  mentioned  here. 

The  last  three  contracts  (Ic,  Id,  lie)  had  substantially 
the  same  aim  as  the  others,  —  the  elimination  of  com- 
petition and  the  prevention  of  over-production.  The 
special  factories  together  with  the  factories  of  the  mine 
owners  were  all  subjected  to  the  restrictions  of  a  central 

>  Tbe  aQotmeni  in  1888  stood  m  follows:  —  (SohAnesuum  p.  7). 

StaMfttrt 18  13/15% 

AMiwnleben 14   8/15% 

Henynia 7  8/15% 

Leopolddiaa 14   8/15% 

Westengdn  14   8/15% 

Neir«tiMifiirt   14   8/15% 

Lodwif  n 1012/15% 
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sales  agency,  the  orders  being  assigned  and  adjustments 
made  as  under  former  agreements.  Prices  and  rebates 
were  fixed  by  a  general  commission  which  was  also 
empowered  to  dispose  of  quantities  of  muriate  of  potash, 
at  specially  low  prices,  or  gratis,  for  propaganda  pur- 
poses to  chemists  for  experiment,  for  exhibitions,  for 
the  support  of  agricultural  trade  papers  and  the  like. 
This  was  the  beginning  of  a  type  of  endeavor  which  has 
been  most  effective. 

Since  the  administration  of  each  of  the  basic  agree- 
ments was  in  the  charge  of  a  separate  committee,  the 
management  proved  so  unwieldy  as  to  necessitate  a 
reorganization  in  1891.  A  centralized  administration 
was  introduced.^  The  general  management,  of  which 
the  representative  of  the  Prussian  fiscal  mine  was  ex 
officio  chairman,  obtained  broader  powers;  while  a 
general  commission,  consisting  of  one  representative 
from  each  mine,  performed  the  duties  of  the  several 
committees  under  the  old  arrangement,  fixing  prices, 
deciding  important  questions  of  organization  and  dis- 
tribution, and  imposing  penalties  for  breach  of  contract. 
The  general  or  business  management  was  divided  into 
three  departments,  each  headed  by  an  assistant  director. 
One  of  these  took  charge  of  the  domestic  business  and 
the  transactions  between  the  syndicate  and  the  individ- 
ual mines;  another  took  the  export  trade;  and  the 
third,  the  statistical  work  and  the  propaganda  move- 
ment. As  before,  orders  were  received  and  assigned 
and  adjustments  made  at  the  central  offices.  The 
syndicate,  which  now  styled  itself  "  Verkaufssyndikat 
zu  Leopoldshall-Stassfurt,"  established  agencies  in 
several  German  and  foreign  cities,  while  in  others  it 
gave  certain  dealers  exclusive  control.  Up  to  1893, 
the  American  trade  had  been  controlled  by  two  exclusive 

1  SobOnenuum,  p.  9;  Engslke,  pp.  2  et  mq. 
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dealers,  but  the  syndicate's  dissatisfaction  with  the 
growth  of  the  American  demand  under  their  direction 
led  to  the  establishment  of  a  special  agency  in  New 
York.i 

During  this  syndicate  period  (1888-98)  five  new 
mines  became  members  of  the  syndicate.*  The  fever 
of  speculation  from  1895  to  1898  did  not  pass  the  potash 
industry  by.  It  is  said  that  over  a  hundred  boring 
companies  were  in  operation  and  many  shafts  were 
sunk.  The  failure  of  not  a  few  companies^  and  the 
depression  at  the  close  of  the  decade,  led  to  the  abandon- 
ment of  many  of  the  enterprises.'  But  in  general  the 
syndicate  succeeded  in  increasing  the  sales  of  potash 
and  in  steadying  the  market.  Tho  it  was  not  able  to 
avoid  over-production  entirely  during  the  diflficult 
years,  1892-93,  it  prevented  the  industry  from  ex- 
periencing the  worst  effects.  On  the  ground  that  the 
existing  facilities  were  too  large,  the  Prussian  govern- 
ment advocated  a  restriction  upon  the  establishment  of 
new  mines.  The  policy  of  restriction  did  not  appeal  to 
the  legislature  at  that  time.  The  debate  on  the  18th 
and  19th  of  April,  1894,  in  the  Abgeordnetenhaus,  was 
concerned  chiefly  with  the  question  of  whether  or  not 
the  Prussian  fisc  would  have  influence  enough,  should 
restriction  be  adopted,  to  secure  lower  prices  for 
domestic  industry  and  agriculture;  it  ended  with  the 
rejection  of  a  proposed  law. 

III.  The  Second  and  Tmnn  Syndicates 
(1898-1904) 

As  might  be  expected,  little  opposition  developed 
when  the  question  of  the  continuance  of  the  syndicate 

>  Enseike,  p.  24.  «  Kriaoiie.  p.  84. 

>  The  BliiMnl  Indnitiy,  vol.  vfi,  p.  571. 
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came  up  for  decision  in  1898.  The  agreement  of  that 
year  differed  from  the  preceding  one  in  that  a  single 
comprehensive  contract  took  the  place  of  seven.  The 
products  were  divided  into  four  groups  according  to 
their  potash  content.  The  management  of  the  syndi* 
cate  was  given  greater  freedom  and  authority  by  the 
adoption  of  the  stock  company  form.  Instead  of  a 
commission  consisting  of  a  representative  from  each 
mine,  a  supervisory  council  of  fewer  members  was 
created.  During  the  three  year  existence  of  the  second 
syndicate,  five  mines  were  added  to  the  membership. 

Again,  in  1901,  renewal  of  the  syndicate  upon  sub- 
stantially the  same  basis  as  in  1898  was  effected  without 
difficulty.  The  opposition  which  was  manifested  con* 
cemed  mainly  the  question  of  the  admission  of  new 
mines  into  the  syndicate.  It  was  becoming  apparent 
that  the  number  of  mines  was  increasing  more  rapidly 
than  it  was  possible  for  the  syndicate  to  increase  sales.^ 

After  1901,  however,  the  situation  became  serious. 
The  depression  of  1901  and  1902  resulted  in  a  decrease 
of  the  syndicate's  business,  the  effects  of  which  were 
accentuated  by  the  entrance  of  new  mines.^  From 
seven  mines  in  1888  and  twelve  in  1898,  the  number  of 
producing  mines  had  risen  to  twenty-four  in  1902  and 
twenty-eight  in  1903.  The  necessity  of  bringing  all 
these  into  the  syndicate,  the  unwillingness  of  the  older 
mines  to  give  up  any  part  of  their  allotments  in  order  to 
make  room  for  new  members,  and  the  high  demands  of 
prospective  members  rendered  the  allocation  of  quotas 
a  progressively  difficult  task.  The  market  from  1902 
to  1904  was  unsettled.     Both  dealers  and  consumers 

>  Cf.  artiflle  by  Dr.  Ereuihaiii*  KartaB-Rqndiehtn,  vol.  iz,  |>p.  1  et  mq.;  alio 
KiiMbe,  pp.  47-S2. 

*  y/flnUwhw  Zdtttnc,  Dm.  SO,  1902,  quoted  K.  R..  toL  i,  p.  68;  aad  K.  R.,  vol. 
U  PP*  734-725. 
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delayed  buying,  toward  the  last,  in  the  hope  of  obtaming 
lower  prices  in  the  event  of  the  dissolution  of  the 
syndicate. 

IV.  The  Syndicate  of  1904-1909 

Early  in  1903,  dealings  of  American  potash  purchasers 
with  some  of  the  newer  mines  which  had  not  yet  entered 
the  syndicate  gave  rise  to  rumors,  every  disturbing  to 
Germans,  that  the  Americans  intended  to  buy  up  potash 
properties  and  supply  their  own  demands.^  The  sub- 
sequent entry  of  these  mines  into  the  syndicate  quieted 
the  fears  for  a  short  time,  only  to  be  again  aroused  by 
the  report  that  the  VirginiarCarolina  Chemical  Com- 
pany was  attempting  through  the  Heldburg  Company 
to  obtain  control  of  the  Wintershall  mine,  in  addition 
to  its  ownership  of  a  controlling  interest  in  the  Einigkeit 
mine.'  Tho  this  report  was  denounced  as  false  it 
caused  much  resentment.  It  was  said  that  the  loss  of 
the  American  market,  which  amounted  to  one-half  of 
the  total  export  trade,  would  be  a  calamity  to  the  indus- 
try as  well  as  lead  to  wanton  dissipation  of  the  natural 
resource. 

At  the  instance  of  the  Prussian  fisc,  negotiations 
aiming  at  the  continuance  of  the  syndicate,  which 
expired  in  1904,  were  taken  up  early,  the  first  general 
meeting  being  called  for  May  8,  1903.*  This  early 
action,  hastened  it  is  said  by  the  reports  of  the  American 
"  invasion,"  recognized  that  the  renewal  would  not  be 
effected  as  easily  as  on  previous  occasions.  Altho  the 
syndicate  included  all  the  operating  mines  (after  the 
entrance  of  the  mines  Hohenfels,  Eaiserroda,  Einigkeit, 

1  Haonorer  AnBaicer  quoted  K.R.,  toI.  i,  p.  487. 

•  Ixxv  Chion.  81;  bocri  Chron.  1088. 

•  BeiUner  JdubQohar.  bd.  i.  1904,  p.  10. 
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and  Bleicheroda,  in  January,  1903)  this  complete  con- 
trol was  of  short  duration.  Moreover  the  internal 
composition  of  the  syndicate  had  been  undergoing  a 
change  by  the  division  of  the  members  into  two  hostile 
groups,  one  composed  of  the  older  mines  having  com- 
paratively large  quotas  and  unwilling  to  submit  to  the 
decreases  attendant  upon  the  increase  of  syndicate 
membership,  and  the  other  made  up  of  newer  mines 
demanding  larger  quotas  in  some  proportion  to  their 
alleged  capacities.^  According  to  a  clause  in  the  exist- 
ing agreement,  syndicate  members  were  free  after 
June  30,  1904,  if  renewal  had  not  been  accomplished 
by  that  date,  to  execute  independent  contracts  for 
delivery  after  December  31,  1904.  Consequently, 
all  efforts  were  directed  toward  efifecting  a  renewal  by 
July  1,  1904,  in  order  to  avoid  the  complications  which 
would  inevitably  arise  should  independent  contracts 
be  made. 

At  the  general  meeting,  May  8,  1903,  it  was  voted 
that  the  continuance  of  the  syndicate  was  desirable  and 
that  the  invasion  of  American  capital  must  by  all  means 
be  prevented.  Two  committees  were  chosen,  one  to 
discuss  the  draft  of  a  new  agreement,  the  other  to  take 
up  the  allotment  question.^  Following  the  admission 
of  three  new  mines  into  the  syndicate,  the  general 
meeting  on  November  3  took  up  the  discussion  of  the 
proposed  basis  for  renewal.'  It  was  soon  discovered 
that  the  chief  point  of  dispute  was  the  allotment  ques- 
tion. A  special  committee,  instructed  to  report  at  the 
next  general  meeting,  was  chosen  to  attempt  to  induce 
the  various  mines  to  agree  to  a  compromise  table  of 
divisions.  The  committee  found  it  impossible  to 
accomplish  anything.     No  less  than  eighteen  out  of 

>  Beriiner  JahrbQoher.  1904.  p.  111.  <  K.  R.,  vol.  i,  p.  M6. 

>  K.  R..  vol.  i.  p.  1121. 
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twenty-eight  mines  raised  objections  to  a  table  of 
allotments  submitted  for  inspection  in  November. 

The  second  general  meeting  of  syndicate  ^  members  on 
January  18,  1904,  showed  a  sharp  division  on  the  allot- 
ment question  between  the  two  groups  of  mines.'  The 
group  of  older  mines  declared  it  would  not  submit  to 
any  further  reduction  of  allotments  and  demanded  that 
the  younger  mines  agree  among  themselves  as  to  the 
division  of  the  balance  of  the  total  output.  The  latter 
elected  a  committee  to  consider  the  matter,  but  the 
high  demands  of  certain  mines  precluded  a  settlement.* 
Two  general  meetings,  February  8  and  29,  did  not  alter 
the  state  of  affairs.  After  the  mine  Burbach  gave 
fonnal  notice  of  its  intended  withdrawal,  some  of  the 
mines  were  deprived  of  the  hope  they  had  entertained 
that  the  agreement  would  be  renewed  according  to  a 
provision  inserted  in  the  contract  that,  should  no 
member  give  notice  of  withdrawal  before  June  30, 
renewal  would  automatically  take  place.^  Nevertheless 
the  deadlock  continued,  each  side  accusing  the  other  of 
a  shameful  display  of  selfishness. 

Finally  on  June  27,  a  meeting  called  by  the  Prussian 
fisc  convened  in  a  sort  of  fatalistic  hope  that  efforts 
would  be  successful.  By  June  30  minor  questions 
had  been  disposed  of  and  one  by  one  the  mines  agreed 
to  quotas  assigned  to  them  by  a  special  commission. 
The  government  mines  finally  agreed  to  make  conces- 
fflons  but  the  obstinacy  of  the  representative  of  the 
Hedmgsburg  mine  brought  the  negotiations  on  that 
day  to  naught.  The  mine  owners  were  brought  together 
the  next  day;  Hedwigsburg  expressed  willingness  to 
enter  the  syndicate  upon  the  somewhat  more  favorable 

I  K.  R..  Tol.  i.  pp.  1201. 1167.  s  K.  R.,  vol.  u,  p.  281. 

•  K.  R..  ToL  ii,  p.  310.  «  Beriiner  JahrbQeher.  1904.  p.  111. 
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terms  offered.^  Hohenfels  had,  in  the  interim,  con- 
tracted with  several  American  firms  to  deliver  potash 
at  prices  considerably  lower  than  those  quoted  by  the 
syndicate.'  This  was  adjusted,  the  syndicate  assum- 
ing the  contracts,  and  upon  July  first,  the  new  syndicate 
was  organized. 

Upon  August  11,  the  new  syndicate  (Kalisyndikat, 
G.  m.  b.  H.)  was  entered  in  the  commercial  register  at 
Bernburg  as  a  limited  liability  company  with  a  paid-up 
capital  stock  of  400,000  marks  entirely  owned  by  the 
members  of  the  syndicate.'  The  adoption  of  the  com- 
pany form,  merely  a  device  to  give  juristic  personality 
to  the  Kartell,  was  due  to  the  desire  to  secure  still 
firmer  organization  than  had  hitherto  been  possible. 
Potash  products  were  regrouped  into  five  groups,  the 
first  three  of  which  included  certain  crude,  mixed,  and 
concentrated  salts,  the  other  two,  crude  salts.  As 
before,  members  of  the  syndicate  bound  themselves  to 
place  the  entire  output  of  their  establishments  at  the 
disposition  of  the  central  office  which  received  and  dis- 
tributed orders.  To  increase  the  effectiveness  of  the 
syndicate's  propaganda  work,  all  individual  trade 
marks  were  given  up. 

The  administration  of  the  syndicate  was  intrusted  to 
three  bodies:  the  general  assembly  (General versamm- 
lung)  consisting  of  a  representative  from  each  mine;  the 
supervisory  council  ( Auf sichtsrat) ;  and  the  syndicate 

i  K.  R.,  ToL  tt.  pp.  642MM4;  BeiiixMr  JahiMoher.  1904,  pp.  Ill  et  Mq. 

>  Of.  artiek  by  C.  H.  MmeDowfti,  of  the  Annour  Fuiiliier  Works,  one  of  the 
biqren.  Amerioan  FertiliMr,  Feb.  35,  1011,  pp.  81  et  eeq.  Aleo  K.  R.,  vol.  ii,  pp. 
64»^M4. 

>  Hie  text  of  the  asraement  ie  found  in  the  DenJkeohrif t  Qber  dee  KerteDweaen, 
bd.  i,  1006,  pp.  008  et  eeq.  (StenosimphiMhe  Beriehte  dee  deotMshen  Beiehntecee. 
ZI  LecUetoiperiode.  H  Seerion.  1005-08.)  Summeriaed  in  Heimenn,  pp.  1404  et 
eeq.;  end  in  Beilinflr  JehrbQoher.  1004.  pp.  111-llS. 
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management  (Syndikatsvorstand).  The  general  as- 
sembly was  empowered  to  choose  eight  members  of 
the  coimcil,  to  declare  dividends,  to  determine  the 
terms  of  sale,  and,  with  some  qualification,  to  amend 
the  articles  of  the  company.  Any  change  in  the  prices 
of  certain  products,  as  well  as  any  change  affecting  the 
privileges  of  the  Prussian  Minister  of  Commerce, 
required  the  votes  of  the  government  representatives 
to  be  among  those  concurring.  Upon  the  supervisory 
council,  of  which  the  chairman  was  to  be  chosen  by  the 
Prussian  Minister  of  Commerce  and  Industry,  devolved 
the  duty  of  selecting  the  officials  composing  the  business 
management,  and  of  exercising  control  over  them. 
The  syndicate  managing  staff  (Geschfiftsvorstand) 
consisted  of  a  Generaldirektor,  with  three  subordinate 
directors  each  in  charge  of  one  of  the  three  departments 
into  which  the  business  was  divided:  namely,  the 
central  department,  the  agricultural  bureau,  and  the 
business  management  proper,  which  again  fell  into  four 
divisions  dealing  with  (a)  crude  salts,  (6)  concentrated 
products,  (c)  American  trade,  (d)  transportation.  The 
Vorstand  fixed  prices  annually,  subject  to  the  approval 
of  the  supervisory  conunittee,  upon  the  basis  of  kainite 
containing  12.4  per  cent  pure  potash,  the  other  prices 
being  computed  therefrom  according  to  potash  content. 
Export  prices  were  to  be  higher  for  aU  except  a  few 
products  with  low  potash  content,  —  an  exception  of 
little  importance  since  such  products  cannot  be  economi- 
cally transported.  By  other  provisions,  the  approval 
of  the  Prussian  Minister  of  Commerce  was  made 
necessary  for  raising  the  base  price.  The  right  to  quote 
special  prices  for  German  agricultural  consumption 
was  retained. 

An  arbitration  board  was  established  for  the  settle- 
ment of  disputes.      Penalties  for  breach  of  contract 
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took  the  form  of  fines  ranging  in  amount  from  100  to 
300,000  marks.  Appeal  from  the  decision  of  the  supa- 
visory  council  was  permitted.  As  security  for  the 
observance  of  contracts,  each  mine,  except  the  fiscal 
establishments,  was  required  to  deposit  300,000  maris 
to  the  credit  of  the  syndicate. 

The  fatal  weakness  of  the  syndicate  contract  lay  in 
the  fact  that  in  it  were  incorporated  no  provisions  for 
the  admission  of  new  members.  In  the  anxiety  lest 
the  syndicate  should  not  be  continued,  a  most  impor- 
tant question  was  glossed  over  and  finally  left  unsettled. 
This  defect  was  destined  to  cause  constant  difficulties. 

The  period  of  calm  which  followed  the  formation  of 
the  syndicate  in  1904  was  of  short  duration.  The 
establishment  of  new  mines,  their  increasing  reluc- 
tance to  enter  the  syndicate,  and  the  difficulties  and 
disturbance  accompanying  become  the  main  features 
in  the  history  of  the  potash  industry.  The  sjmdicate 
led  a  precarious  existence,  threatened  with  destruction 
more  than  once  in  the  course  of  the  protracted  negotia- 
tions connected  with  the  entrance  of  certain  mines  into 
the  organization. 

When  possible,  the  syndicate  secured  the  assent  of  a 
prospective  member  to  a  provisional  agreement  and 
assigned  a  quota  tentatively.  Then  began  a  process 
of  higgling,  the  new  mine  demanding  a  high  quota  with 
the  hope  of  obtaining  eventually  about  what  was 
desired,  and  occasionally  enforcing  its  demands  by 
threatening,  or  actually  making,  independent  sales  at 
low  prices.  The  syndicate,  on  the  other  hand,  com- 
menced by  offering  a  low  quota  with  the  intention  of 
raising  it  if  necessary.  The  fact  that  since  1900  the 
average  output  per  mine  had  decreased  in  absolute 
amounts  each  year  rendered  the  allocation  of  quotas 
the  most  difficult  problem  of  syndicate  management. 
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Prom  1900  to  1908,  the  average  output  per  establish- 
ment decreased  41.5  per  cent  m  quantity  and  47.8 
per  cent  in  value.* 

The  speculation  accompanying  the  revival  of  pros- 
perity in  1905  found  a  favorable  field  in  potash  enter- 
prises.* It  was  accentuated  by  the  so-called  Gamp  law 
passed  by  the  Prussian  Diet  for  the  purpose  of  prevent- 
ing the  multiplication  of  new  mining  enterprises.  It 
was  provided  in  this  law  that  for  two  years  from  its 
enactment,  no  person  should  have  the  right  to  explore 
for,  locate,  or  secure  title  to  mining  rights  in  the  territory 
where  Prussian  mining  law  was  binding.  As  it  hap- 
pened, Prussian  mining  law  did  not  apply,  in  respect 
to  potash  salts,  to  Hanover,  where  all  mining  rights  were 
the  property  of  the  landowner,  not,  as  in  Prussia,  of 
the  discoverer.  Consequently,  while  the  lex  Gamp 
effectually  checked  potash  exploration  in  Prussia, 
speculation  merely  shifted  its  base  of  operations  to 
Hanoverian  territory.*  The  purchase  and  sale  of 
mineral  rights,  the  lease  of  lands,  and  development  on 
the  royalty  plan  of  land  bearing  potash,  or  supposed  to 
bear  it,  fiurdshed  great  opportunities  for  the  promoter, 
and  the  basis  for  unprecedented  potash  speculation, 
and  a  flood  of  potash  securities  of  which  a  gullible 
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Dr.  Kreuaham.  in  Kartell-Rundaehau,  1911.  —  The  doppelaentner  oontaina  206  Iba. 
t  Heimann.  pp.  1661  et  aeq. 
*  Heimann.  pp.  1614.  1620. 1621;  Beriiner  JahiMeher,  1906,  p.  120. 
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public  never  seemed  to  get  enough.  The  Gewerk- 
schaft/  a  form  of  association  in  favor  for  mining  enter- 
prises, was,  owing  to  a  peculiarity  in  Hanoverian  law, 
impossible  to  organize  in  that  state.  Nevertheless, 
the  device  of  buying  up  the  charters  of  small  or  defunct 
Gewerkschaften  in  Prussia  and  other  states  enabled 
promoters  to  circumvent  the  law,  and  gave  rise  to  a 
flourishing  trade  in  charters.  Further,  the  lex  Gamp 
did  not  affect  mining  rights  already  granted.  Many 
enterprises,  abandoned  after  the  activity  of  the  years 
following  1898,  became  once  more  objects  of  public 
favor  and  speculation. 

It  is  impossible  here  to  describe  the  negotiations 
connected  with  the  admission  of  the  various  mines  to 
the  syndicate.  But  the  case  of  SoUstedt,  tho  not 
typical,  is  of  special  interest  because  of  the  part  played 
by  it  in  the  international  complication  of  later  years. 
In  1905,  the  SoUstedt  mine,  owned  by  H.  Schmidtmann, 
began  producing,  and  made  its  entrance  into  the  syndi- 
cate conditional  upon  the  adoption  of  certain  reforms 
in  the  policy  of  the  syndicate,  among  other  things 
urging  the  adoption  of  a  lower  price  basis.'  Altho  the 
opposition  claimed  that  these  reform  demands  were 
merely  a  cloak  to  hide  the  real  demand  for  a  large  quota, 
one  cannot  deny  that  a  policy  of  lower  prices,  in  order 
to  remove  the  incentive  to  the  increase  in  the  number 
of  mines,  was  entitled  to  serious  consideration. 

Unable  to  secure  the  assent  of  the  syndicate  to  his 
proposals,  Schmidtmann  closed  contracts  late  in  1905 
with  several  American  potash  buyers.  When  it  became 
known  that  the  syndicate  was  granting  larger  discounts 

^  The  Qewerkaohaft  is  divided  into  ihares  called  Kuze,  each  of  whioh  repraeents  a 
definite  fraction  (e.g..  1/100, 1/128, 1/1000.  etc.)  of  the  capitaL  Then  ia,  of  coone, 
no  fisrad  par  value.    The  Kuxe  are  aaseasable. 

s  Cf.  K.  R..  vol.  br,  1006.  pp.  24.  08.  94.  208.  Cf.  also  Statement  in  behalf  of 
the  Potaah  Syndieate,  iMoed  Jan.  90. 1011. 
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to  the  great  fertilizer  corporations,  the  Independent 
Fertilizer  Manufacturers  Association,  consisting  of 
some  sixty-five  companies,  was  formed  and  proceeded 
to  contract  with  SoUstedt  for  more  potash.^  In  all,  the 
contracts  called  for  the  annual  delivery  of  about  50,000 
tons  of  pure  potash  at  prices  which,  tho  not  specified, 
were  guaranteed  to  be  as  low  as  those  currently  paid  by 
the  large  fertilizer  corporations.  According  to  the 
prices  paid  for  potash,  American  buyers  might  now  have 
been  divided  into  several  groups:  —  first,  the  two  large 
fertilizer  corporations,  receiving  discounts  of  11  and  13 
per  cent;  next,  the  group  of  Sollstedt's  customers,  some 
of  whom  were  under  obligation  to  secure  their  potash 
from  the  syndicate  up  to  Jan.  1,  1910  (deUveries  to 
these  were  not  to  begin  until  1910);  other  buyers, 
bound  by  contract  to  take  their  total  potash  require- 
ments from  the  syndicate  at  discounts  of  6  and  7 
per  cent;  and  buyers  under  no  obligations  and  paying 
the  current  prices. 

Schmidtmann  was  much  criticized  for  his  action. 
He  was  accused  of  lack  of  patriotism,  of  wasting  a  great 
natural  resource  for  the  benefit  of  a  foreign  nation 
instead  of  conserving  it  for  the  welfare  of  the  German 
people.  Since  geological  experts  estimate  the  supply 
of  potash  salts  to  be  sufficient  to  supply  the  world  for 
600,000  years,  the  ever-recurring  arguments  bearing 
on  the  subject  of  exhaustion  have  little  force.'  The 
true  explanation  of  the  hostile  attitude  against  Schmidt- 
mann and  other  mine  owners  who  made  low  price  sales 
to  foreign  customers,  and  against  foreigners  who  attemp- 
ted to  buy  potash  mines,  seems  to  be  the  belief  that  the 
possession  of  a  natural  monopoly  ought  to  enable  the 
nation  to  secure  monopoly  gains. 

I  Ameiioan  Fertfllsar,  Fab.  2S,  1911,  pp.  81  et  seq. 

*  EBtiinate  of  Oohsoiius.    Cf .  also,  in  thia  oonnection.  sd  Chrao.  1616-1516. 


Digitized  by 


Google 


162  QUARTERLY  JOURNAL  OF  ECONOMICS 

At  the  close  of  1905,  SoUstedt  was  more  unlikely 
than  ever  to  enter  the  syndicate.  Toward  the  end  of 
January,  1906,  there  was  serious  talk  of  dissolving  the 
combination.  In  the  course  of  the  negotiations  the 
syndicate  issued  an  ultimatiun,  offering  quotas  to 
Sollstedt  and  two  other  "  outsiders,"  under  threat  that 
should  the  offer  not  be  accepted,  steps  to  effect  the  dis- 
solution of  the  organization  would  immediately  be 
taken.  Schmidtmann  in  answer  to  this  declared  that 
the  size  of  the  quota  was  a  minor  matter,  and  that  he 
was  mainly  concerned  with  the  reforms  in  organization 
and  in  the  price  policy.  No  definite  action  as  to  dis- 
solution of  the  syndicate  followed.  Negotiations  were 
continued.  The  general  meeting  of  the  syndicate 
refused  Schmidtmann's  proposal  to  lower  prices,  and 
during  the  latter  part  of  the  year,  the  Sollstedt 
conflict,  as  it  came  to  be  known,  was  allowed  to  lag. 
The  situation,  critical  as  it  was,  was  aggravated  by  the 
syndicate's  difficulties  with  other  mines,  especially 
with  Deutsche  Kaliwerke,^  which  also  presented  a 
niunber  of  reforms  as  the  condition  of  its  entrance. 
The  crisis  became  so  acute  that  a  mmiber  of  mines  were 
ready  to  give  notice  of  withdrawal  from  the  combinan 
tion  as  soon  as  any  mine  except  Sollstedt  should  sell  a 
single  doppelzentner  independently.'  Despairing  of 
inducing  Sollstedt  to  enter,  it  was  proposed  to  make  use 
of  Sollstedt  and  Schmidtmann's  connection  with  the 
mine  Aschersleben  (a  member  of  the  syndicate)  to  bring 
a  suit  for  damages,  alleged  to  have  been  suffered  by  the 
syndicate  through  the  connection  of  the  sjmdicate 
member,  Aschersleben,  with  the  outsider,  Sollstedt. 
Schmidtmann,  in  his  capacity  as  chairman  of  the  super- 
visory board  of  Aschersleben,  had  carried  through 
several  transactions  connected  with  the  development 

i  K.  R.,  Tol.  y,  pp.  38. 108,  806,  807.  •  K.  R.,  vol.  v,  p.  807. 
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of  Sollstedt,  by  the  aid  of  Aschersleben  funds;  the 
shares  of  SoUstedt  had  been  subsequently  purchased 
by  Aschersleben.  1  It  is  unnecessary  to  go  into  detail; 
the  upshot  of  the  matter  was  that  a  nmnber  of  stock- 
holders of  Aschersleben  formed  a  protective  association 
and  attempted  to  oust  Schmidtmann.  However,  the 
affair  began  to  clear  up,  and  on  May  10,  SoUstedt 
agreed  to  enter  the  syndicate,  the  reform  demands 
being  postponed  for  later  discussion  and  decision. 
The  statement  made  later  in  connection  with  the  potash 
controversy,*  that  pressure  of  public  opinion  and  fear 
of  government  intervention  caused  SoUstedt  finaUy 
to  enter  the  syndicate,  seems  to  be  only  partiaUy 
supported  by  fact.  Government  intervention  had  been 
advocated,  but  for  a  different  purpose,  that  of  checking 
the  increase  of  new  mines,  not  the  regulation  of  those 
already  in  existence. 

By  the  terms  of  settlement,  SoUstedt  continued 
deliveries  of  potash  to  its  American  customers,  paying 
fines  for  the  excess  over  its  allotment.  The  syndicate 
was,  however,  granted  the  option  after  January  1, 1908, 
of  assuming  the  contracts  calling  for  current  deUvery, 
while  the  new  syndicate,  should  one  be  organized  in 
1909,  was  to  have  the  option  of  assuming  all  the  sixty- 
five  or  seventy  contracts.  The  syndicate  chose  to 
make  use  of  its  option  and,  upon  January  1,  1908, 
assumed  the  SoUstedt  contracts  as  binding.  DeUvery 
proceeded  smoothly  for  a  time,  but  in  June  came  an 
unusual  influx  of  orders  from  the  SoUstedt  customers, 
and  a  corresponding  decrease  in  the  orders  from  those 
customers  of  the  syndicate  who  were  bound  by  contract 
to  secure  from  it  their  total  potash  requirements.  The 
officers  of  the  syndicate  concluded  immediately  that 

1  Berimer  JahiMober,  1906,  p.  06;  1907,  p.  121;  K.  R..  vol.  t,  pp.  231, 890, 559, 560. 
•  Statement  in  behalf  of  the  Syndicate,  p.  9. 
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the  Sollstedt  cuBtomers  intended  to  resell  potash  to 
purchasers  already  obligated  to  the  syndicate,  —  a 
conclusion  strengthened  by  complaints  of  discriminar 
tion.  The  syndicate  did  not  propose  to  allow  any  sur- 
plus for  resale  and  accordingly  restricted  deliveries. 
SoUstedt's  American  customers  protested  against  this 
violation  of  contract  and  refused  to  acknowledge  the 
transfer  of  the  contracts  to  the  syndicate.  Sollstedt, 
contrary  to  contract,  resmned  independent  delivery 
in  July,  pointing  out  that  the  alleged  intended  breach 
of  contract  on  the  part  of  the  syndicate's  customers  did 
not  call  for  the  violation  of  another  agreement,  in  order 
to  punish  the  offenders.  Owing  to  the  fact  that  Sollstedt 
had  deposited  large  security  guaranteeing  delivery,  the 
Americans  could  exert  considerable  pressure.  The 
syndicate  accepted  the  situation  without  further  action 
at  the  time.^ 

The  trouble  with  Sollstedt,  tho  the  most  serious  en- 
countered during  the  existence  of  the  fourth  syndicate, 
by  no  means  stood  alone.  The  mines  Rossleben  and 
Ronnenburg  which  also  applied  for  admission  to  the 
syndicate  in  1905,  settled  the  quota  problem  by  a 
compromise  and  became  members  in  March,  1906.' 
In  the  same  year  the  Kaliwerk  Friedrich  Franz  entered, 
in  which  the  government  of  Mecklenbui^  was  chief 
stockholder;  and  the  Prussian  fisc,  in  order  to  strengthen 
its  position  in  the  syndicate,  bought  the  mine  Her- 
cynia.*  The  influence  of  the  group  of  newer  mines  had 
been  constantly  increasing,  and  at  the  general  assembly 
in  November,  1906,  they  were  able  to  elect  a  majority 
of  the  supervisory  council.*     They  proceeded  to  make 

>  AsMrioaa  Fertfliier.  Feb.  25,  1011,  p.  82;  8tiitem«nt  of  the  Sjmdioate,  p.  10; 
K.  R.,  vol.  Ti,  pp.  640.  743,  744. 

•  K.  R.,  y6L.  iv.  pp.  24,  08.  «  K.  R.,  yoL  it,  pp.  23,  24. 

«  K.  R.,  vol.  iv,  p.  82. 
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use  of  their  power  in  an  attempt  to  introduce  a  reor- 
ganization of  the  sjrndicate's  technical  and  mercantile 
policy.  This  was  much  facilitated  by  the  change  in 
general  directors  in  February,  1907,  following  a  long 
dispute  and  a  series  of  complaints  of  favoritism  to  the 
older  mines.^  But  the  competition  of  SoUstedt  and 
the  Deutsche  Kaliwerke,  which  threatened  the  very 
existence  of  the  syndicate,  directed  efforts  toward 
inducing  these  to  enter  the  fold.^  The  agreement  with 
Sollstedt  has  been  mentioned.  The  set  of  reforms 
advocated  by  the  Deutsche  Kaliwerke  were  given  up, 
as  in  the  case  of  SoUstedt.'  The  question  in  dispute 
was  finally  limited  to  one  of  quotas.  After  appraisal 
by  a  special  commission  and  several  conferences,  the 
long  protracted  negotiations  came  to  a  close.  The 
syndicate  ratified  the  entrance  of  Sollstedt  and  Deutsche 
Kaliwerke  on  June  19,  1907.  A  few  months  later,  in 
November,  three  new  mines  were  added  to  the  syndi- 
cate membership.^ 

The  year  1908  brought  no  halt  to  the  increase  in  the 
facilities  for  the  production  of  potash.  But  the  older 
members  of  the  syndicate  were  surprised  when  they 
heard  that  a  group  of  capitalists  representing  the  power- 
ful agrarian  association,  the  Bund  der  Landwirte,  had 
purchased  extensive  potash  properties  with  the  inten- 
tion of  establishing  still  another  potash  mine.^  In 
view  of  the  distinctly  friendly  attitude  which  the  syndi- 
cate had  always  shown  toward  the  agrarian  associations, 
it  was  not  to  be  expected  that  they  would  seriously 
consider  competing  with  the  syndicate.  The  syndicate 
was  successful  during  the  year  in  inducing  all  '^  out- 

>  For  partioulan  Me  K.  R.,  vol.  v.  pp.  134,  166,  282,  306. 

*  K.  R..  vol.  T.  pp.  108, 166,  306,  891.  «  K.  R.,  vol.  t,  p.  83. 

*  K.  R.,  vol.  V,  pp.  569,  660. 

I  B«iUiMr  JahrbOoher.  p.  141;  K.  R.,  vol.  vi,  p.  292. 
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siders  "  to  become  members  of  the  orgaoization.  At 
the  close  of  1908,  there  were  forty-nine  mines  in  opera- 
tion all  of  them  syndicate  members;  sixty-five  com- 
panies in  addition  had  already  begun  borings  and 
shafts. 

A  distinct  development  of  the  potash  industry  in 
this  period,  was  the  organization  of  companies  to  buy 
up  potash  lands  in  order  to  prevent  the  establishment 
of  more  mines.  Several  of  the  newer  mines,  headed  by 
the  Deutsche  Kaliwerke,  organized  a  company  (Ver- 
einigungsgesellschaf  t  f  lir  Kalibergbau)  to  buy  up  potash 
properties  with  the  express  purpose  of  demanding  in 
return  for  not  developing  them,  an  excess  quota  from 
the  syndicate,  so  that  reasonable  interest  on  the  invest- 
ment in  potash  properties  could  be  paid.^  A  group  of 
the  older  mines  also  formed  a  similar  association,  the 
Schutzbohrgmeinschaf t.  Its  oflfer  to  sell  the  fields  it 
had  acquired  to  the  syndicate  was  rejected. 

The  continued  over-development  of  facilities  for 
potash  production  was  due  to  a  complex  of  causes 
rather  than  to  any  single  factor.  Various  peculiari- 
ties of  the  potash  industry  have  made  it  a  favorite  for 
investment  and  speculation.  The  participation  of  the 
government  in  the  industry  and  the  patriotic  desire 
to  invest  in  home  enterprises  doubtless  had  an  influence. 
But  Germany's  possession  of  a  natural  monopoly  and 
the  unusual  profitableness  of  the  industry  have  cer- 
tainly been  prime  factors.  Dr.  Pinner  gives  inter- 
esting figures.'  In  1906,  which  he  considers  a  normal 
year,  the  average  profits  of  twenty-one  mines  was 
15.9  per  cent,  while  dividends  of  13.5  per  cent  were 

1  K.  R..  vol.  V,  pp.  638-639.  786-787. 

I  Artiide  in  Die  Bank,  2  Jhng.  Heft  2,  1909,  pp.  133-145;  wimmariwwl  in  Amenew 
Fertiliser.  1909,  Sept.,  p.  20. 
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declared.'  Within  two  years  the  average  dividends 
were  decreased  to  9.5  per  cent,  because  of  the  increase 
in  the  number  of  mines  and  the  decreased  average  out- 
put. Upon  the  basis  of  expert  opinion,  Dr.  Pinner 
states  that  the  cost  of  production  of  potash  salts  varied 
from  40  to  60  per  cent  of  selling  prices.  With  the 
smaller  average  output  per  mine  in  1908,  the  proportion 
was  somewhat  higher,  but  still  low  as  compared  with 
other  mining  industries.'  Potash  mine  owners  do  not 
neglect  to  make  large  deductions  for  amortization  and 
depreciation.' 

The  fact  that  the  capital  required  for  developing  a 
potash  mine  is  considerable  seems  to  have  had  little 
effect  in  checking  production.  The  capital  stock  of 
each  of  the  twenty-one  mines  mentioned  above  was, 
with  one  exception,  in  excess  of  $400,000;  the  average 
was  well  over  $1,000,000.  The  average  cost  of  a 
boring  ranges  from  $15,000  to  $25,000,  and  one  at  least 
must  be  made  preliminary  to  the  sinking  of  a  shaft. 
The  risks  of  the  potash  industry  were  insuflBicient  to 
check  investment,  altho  they  are  of  a  peculiar  nature, 
especially  the  danger  of  water  dissolving  the  salts. 

In  addition  to  the  unusual  profitableness  of  the  indus- 
try, one  must  mention  among  the  inducements  to 
speculation  the  attempts  of  the  Prussian  government 
to  regulate  the  industry.  Reference  has  been  made  to 
the  Gamp  law.  Prominent  among  the  arguments  of 
its  proponents  was  that  the  passage  of  such  a  measure 
was  the  only  means  of  preventing  potash  fields  from 
being  monopolized  by  private  individuals.  The  objec- 
tion to  the  law,  that  a  large  number  of  boring  companies 

>  The  avenmes  are  probably  somevhat  too  laige-  Cf .  Berioht  der  0.  Eommindoii. 
AktonatOoke  su  den  Verhandlunsen  dea  Reiefaataces,  Nr.  476, 1909-10,  pp.  2430-2431. 

>  Compare  Aktenatadce,  Nr.  476,  1909-10,  dted  above,  pp.  2418-2422. 
•  Groth,  pp.  18  et  aeq. 
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would  be  destroyed,  was  not  borne  out.  Instead,  the 
law  greatly  increased  the  value  of  their  holdings.  An 
instance  is  reported  in  which  the  International  Boring 
Company,  at  Erkelenz,  working  with  a  capital  of 
1,000,000  marks,  had  acquired  a  large  number  of 
potash  fields,  and  sold  them  several  months  after  the 
enactment  of  the  law  for  35,000,000  marks.^  Tho  the 
lex  Gamp  was  superseded  July  8,  1907,  by  a  new 
mining  law,  its  provisions  were  in  essentials  continued.' 
The  e3rt;ension  of  the  police  requirement  that  every 
mine  have  at  least  two  passable  exits  was  also  instru- 
mental in  increasing  the  niunber  of  mining  companies.* 
The  construction  of  a  second  shaft  necessitated  for 
many  mines  a  large  outlay  of  capital.  Since  the  ordi- 
nance could  be  complied  with  by  connecting  two 
adjoining  mines  underground,  this  method  was  adopted 
by  some  of  the  mines.^  Other  mines  holding  extensive 
tracts  of  land  complied  with  the  law  by  constructing  a 
second  shaft,  but,  in  addition,  organized  a  subsidiary 
company  to  take  charge  of  it,  and  the  new  company 
proceeded  to  demand  an  independent  quota  from  the 
syndicate.  Among  the  members  of  the  sjmdicate 
which  adopted  the  latter  course  were  Burbach,  Wes- 
teregeln,  Gliickauf-Sondershausen,  Aschersleben,  New- 
Stassfmt,  and  Rossleben. 

V.  The  Renewal  Neootiations,  1908-1910 

Negotiations  concerning  the  renewal  of  the  syndicate 
began  nearly  a  year  and  a  half  before  final  decision  was 
necessary,  —  in   itself    striking   evidence    that   great 

>  BeiliiMr  JahrbQoher.  1906,  pp.  107  et  aeq. 

•  For  the  l«wa  affeetinc  the  mioiiis  of  potaah.  mo  Aniaia  84  m  Nr.  470.  Ak4«tt- 
■ttteka,  igO»-10,  pp.  2402-3466. 

•  BetUiiArJahrbQoherl907.  p.  138;  1008.P.  138.    Abo  K.  R.,  vol.  vi,  p.  460. 

•  Gf.  AkteMtadce,  Nr.  476. 1900-10,  pp.  3480r34S7. 
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difficulty  was  expected.^  At  a  general  meeting  of  the 
syndicate  on  January  14,  it  was  decided  that  the  super- 
visory council  should  submit  before  May  1  the  draft 
of  a  new  contract.  Pending  the  outcome  of  the  negotia- 
tions,  the  council  succeeded  in  inducing  ten  mines  to 
refrain  from  ''  outside  "  sales  till  June  30,  1909.  In 
the  hope  of  strengthening  their  influence  in  the  syndi- 
cate, a  number  of  the  mines  began  to  divide  their 
ownings,  intending  to  use  the  fields  controlled  by 
subsidiary  companies  as  defense  against  the  reduction 
in  quota  which  was  bound  to  come.  As  an  instance, 
Gltickauf-Sondershausen  annoimced  its  intention  of 
transferring  its  reserve  fields  to  six  subsidiary  Gewerk- 
schaften.  The  supervisory  council  proceeded  to  ask 
each  mine  owner  to  hand  in  a  written  statement  of  his 
suggestions  for  reform.*  In  the  replies,  the  evils  of 
the  existing  situation  were  evidently  recognized  by  all, 
but  the  proposed  remedies  revealed  much  divergence 
of  opinion.*  The  propositions  of  a  group  of  Han- 
overian mines,  to  which  ten  or  eleven  mines  expressed 
complete  agreement,  give  some  light  on  the  points  of 
controversy.  They  advocated  the  creation  of  a  second 
council  (Beirat)  to  relieve  the  supervisory  council  of 
some  of  its  many  duties  under  the  old  organization. 
The  dxu^tion  of  the  new  sjmdicate  should  be  ten  years. 
The  admission  of  new  members  was  to  be  left  to  an 
arbitration  board.  Products  were  to  be  sold  under 
certified  analyses.  Transfer  of  quotas  from  one  mine 
to  another  (under  restrictions)  was  to  be  facilitated. 
All  these  propositions,  as  well  as  sundry  others,  were 
actively  opposed.     Transfer  of  quotas  was  especially 

1  K.  B..  ToL  ▼!,  pp.  aOO,  986;  toL  Wl.  pp.  Ml,  345,  443. 

•  K.  B.,  Tol.  <  p.  288. 

«  K.  B.,  Tol.  tI,  pp.  864, 117  et  leq.  Of.  in  this  oonneetioii  Emfl  Saow's  propogata 
K.  R..  ToL  tH,  pp.  108  et  Mq. 
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opposed  by  the  fiscal  representatives  on  the  ground 
that  it  would  fiuther  the  "  Vertnistung  "  of  the  indus- 
try. It  would  undoubtedly  have  increased  consolidar 
tion,  and  the  government's  fear  of  having  several  less 
efficient  plants  shut  down,  and  a  number  of  laborers 
thrown  out  of  emplojrment  thereby,  was  a  chief  factor 
in  determining  its  attitude.  Another  proposal  was 
that  each  mine  should  receive  an  additional  quota  for 
each  undeveloped  potash  field  in  its  possession.  The 
adoption  of  such  a  measure  would  have  greatly  altered 
the  appearance  of  the  allotment  table.  For  instancCi 
Glixckauf-Sondershausen,  owning  *  258  fields,  had  at 
the  time  a  smaller  quota  than  another  mine  with  only 
four. 

During  the  spring  and  early  sununer  of  1908,  the 
committee  of  the  supervisory  council  in  charge  of  the 
renewal  negotiations  worked  constantly  to  eliminate 
as  much  of  the  friction  as  possible.  The  Prussian 
government  had  early  expressed  its  opinion  that 
renewal  of  the  syndicate  was  by  all  means  to  be  desired; 
doubt  as  to  the  attitude  of  the  fisc  was  no  longer  a 
deterrent  factor.  It  had  been  stated  frankly  that 
should  the  fiisc  decline  to  become  a  member  of  a  new 
combination,  the  chances  were  overwhelmingly  against 
its  formation.  The  expressed  wishes  were,  as  far  as 
possible,  embodied  in  the  draft  of  a  new  syndicate 
contract  which  was  submitted  to  the  supervisory  coun- 
cil at  Eisenach  on  July  2.^  According  to  its  provisions, 
the  power  of  the  potash  sjrndicate  was  to  be  extended 
from  the  sale  and  purchase  of  potash  to  the  acquisition 
of  property  and  other  rights.  Potash  products  should 
be  sold  according  to  analyses  of  their  exact  chemical 
content.     It  was  planned  to  create  a  second  coimcil 

>  Bofiner  JfthrbfldMr,  1908,  p.  141. 
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(Beirat)  to  assist  the  supervisory  council.  The  seat 
of  the  syndicate  was  to  be  changed  from  Stassfurt  to 
Berlin,  —  a  concession  to  the  younger  mine  owners, 
who  believed  that  there  the  connection  between  the 
syndicate  and  Ministry  of  Conunerce  would  be  more 
intimate,  and  that  the  sjrndicate  would  be  in  closer 
touch  with  the  great  agricultiu'al  associations  having 
central  offices  in  Berlin.  Of  more  importance  was  the 
proposed  freedom  to  transfer  quotas  from  one  mine  to 
another,  when  owned  by  the  same  firm. 

The  renewal  negotiations  were  in  the  main  a  repeti- 
tion in  intensified  form  of  those  in  1903  and  1904.^  As 
before,  a  new  agreement  must  be  concluded  before 
June  30  of  the  year  of  expiration,  in  order  to  avoid  the 
complication  of  outside  sales.  The  hope  of  speedy 
renewal  vanished  as  the  months  passed,  and  the  entire 
second  half  of  the  year  was  devoted  to  discussion  of 
the  plan  of  reorganization;  the  chief  question,  that  of 
allotments,  was  shelved  until  an  agreement  on  other 
points  should  be  reached.  Among  the  mass  of  articles 
and  reports  which  filled  the  press,  an  article  of  Dr. 
Wachler,  the  chairman  of  SaJzdethfurth,  one  of  the 
older  mines,  attracted  special  attention.  Pointing  out 
that  the  s}mdicate  was  not  in  a  position  to  avoid  over- 
production, he  declared  that  the  regime  of  competition 
was  the  only  remedy.  The  elimination  of  all  the  less 
capable  companies  would  place  the  industry  once  more 
on  a  firm  basis.  But  the  opponents  of  Wachler's  view 
claimed  that  the  excess  of  mining  facilities  was  the 
fault  of  legislation,  not  of  the  sjrndicate,  and  that  price 
cutting  would  deprive  Germany  of  all  advantage  from 
her  natural  monopoly.  They  also  stated  that  free 
competition  would  cause  emormous  losses  to  a  great 

1  K.  R.t  vol.  Ti,  pp.  1043  et  seq. 
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number  of  security  holders  interested  in  the  prosperity 
of  the  industry. 

When  the  commission  of  the  sjoidicate  met  on  Janu- 
ary 5,  1909,  three  sub-committees  were  chosen,  one  to 
deal  with  the  hotly  contested  question  of  changing  the 
domicile  of  the  sjrndicate,  a  second  with  the  question 
of  the  increased  utilization  of  camaUite  (urged  by  the 
camallite  mines,  which  felt  that  their  product  was  not 
being  actively  pushed)  and  a  third  with  the  question 
of  the  size  and  transfer  of  allotments.  On  April  first,  a 
new  syndicate  plan  was  published,  which  left  the  ques- 
tion of  location  open,  but  proposed  changes  allowing 
transfer  of  quotas  between  the  groups  of  products  and 
between  mines.  After  a  discussion  by  the  full  com- 
mission, and  restriction  of  the  right  of  transfer  to  suit 
the  Prussian  Minister  of  Conunerce,  the  general 
assembly,  consisting  of  representatives  of  all  mines 
belonging  to  the  syndicate,  and  others  about  to  enter, 
took  up  the  most  difficult  problem,  the  allocation  of 
allotments.^  It  was  strongly  urged  that  the  old  al- 
lotment table  be  taken  as  a  basis  and  that  quotas 
for  the  new  mines  be  provided  for  by  a  10  per  cent 
horizontal  deduction  from  the  quotas  of  the  older 
mines,  the  reqtiired  balance  to  be  assigned  pro  rata. 
But  this  scheme,  as  well  as  others  proposed,  failed  of 
acceptance,  and  the  allotment  question  was  again 
referred  to  a  committee,  which  prepared  accordingly 
a  new  allotment  table,  but  with  as  little  chance  of 
acceptance  as  before. 

Since  there  was  little  doubt  that  lower  prices  would 
follow  the  dissolution  of  the  sjoidicate,  American  potash 
buyers  could  hardly  be  expected  to  favor  its  continu- 
ance* All  the  pressure  which  could  be  brought  to  bear  on 
the  situation  was  exerted  against  the  combination.   The 

>  Bflriiner  Jalii1>aober.  IMO.  p.  167. 


Digitized  by 


Google 


GERMAN  POTASH  INDUSTRY  173 

Virginia-Carolina  Company  owned  702  of  the  1000 
shares  of  Einigkeit,  controlling  therefore  that  mine. 
Nothing  substantial  appears  to  have  come  out  of  the 
rumored  negotiation  between  the  mine  Teutonia  and 
the  American  Agricultural  Chemical  Company;  the 
rumor  caused  a  flurry  of  excitement  and  the  publication 
of  numerous  articles  under  such  captions  as  *'  Vater- 
Ifindische  oder  Amerikanische  Bodenschatze  ? ''  with 
repeated  patriotic  warnings  against  the  invasion  of 
foreign  capital.  This  had  the  material  result  some  time 
later  of  causing  such  transfers  of  mining  property  to 
foreigners  to  be  dependent  on  official  sanction.  That 
American  influence  was  exerted  against  the  s}mdicate 
is  shown  more  distinctly  in  the  transactions  concerning 
Sollstedt  and  Aschersleben.  The  chief  stockholder, 
H.  Schmidtmann  and  his  son,  W.  Schmidtmann,  had 
long  been  dissatisfied  with  sjrndicate  management. 
They  wanted  to  operate  at  full  capacity.  The  Ameri- 
can market  was  a  favorite  because  of  its  great  capacity 
to  absorb  potash,  and  the  high  potash  content  of  the 
wares  demanded.  Schmidtmann  had  already  secured 
a  huge  slice  of  the  American  trade  by  the  ^'  outside  " 
sales  of  Sollstedt  in  1905-06.  With  some  of  the  Ameri- 
can independents  he  had  contracts  for  delivery  up  to 
1917.  Consequently  he  was  not  at  all  averse  to  the 
idea  of  combining  the  independent  buyers.  Should 
such  a  combination  be  formed  he  would  contract  to 
ftunish  potash  at  low  prices.  This  would  please  the 
American  potash  buyers.  Schmidtmann  would  have 
long  time  contracts  for  deliveries  of  potash,  and  would 
be  entrenched  against  the  revulsion  which  might  follow 
the  dissolution  of  the  syndicate;  if  renewal  were  effected, 
he  was  in  a  position  to  force  the  syndicate  to  accede 
to  his  demands.  However,  the  attempt  of  W.  Schmidt- 
mann and  C.  F.  Meadows  of  Baltimore  to  organize 
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the  Independent  Fertilizer  Company  in  the  fall  of  1908 
fell  through.  A  second  attempt  to  combine  the  inde- 
pendent fertilizer  manufacturers  in  the  U.  S.  Agricul- 
tural Corporation,  chartered  in  April,  1909,  also  bore 
no  result.  The  third  attempt  was  succei^ul.  Be- 
tween midnight  June  30  and  daylight  July  1,  presum- 
ably, the  International  Agricultural  Corporation  with 
W.  Schmidtmann  as  president  and  C.  F.  Meadows  as 
treasurer  came  into  being,  having  obtained  possession 
in  that  same  short  space  of  time  of  the  SoUstedt  mine, 
and  sold  potash  which  it  had  bought  from  SoUstedt. 
America  was,  and  is,  outside  of  Germany  itself,  the 
sjrndicate's  biggest  customer.  Its  influence,  exerted 
at  a  critical  period  in  the  life  of  the  combination,  had 
the  inevitable  effect  of  increasing  the  difficulties  of 
renewal. 

In  spite  of  all  the  complications,  it  was  believed  that 
the  s}mdicate  would  be  renewed  at  the  meetings  to  be 
held  the  last  of  June.^  Prospects  brightened  during 
that  month.  Many  of  the  special  demands  were  with- 
drawn and  differences  compromised.  When  the  final 
meeting  convened  at  Berlin,  potash  buyers  from  many 
coimtries  had  assembled  in  the  imperial  city  to  await 
the  outcome  of  the  negotiations,  the  American  delegan 
tion  being  conspicuous.^  Their  purpose  was  clear. 
In  the  event  of  the  dissolution  of  the  sjoidicate  a  price 
war  would  be  the  probable  result,  and  buyers  on  the 
spot  would  be  able  to  secure  cheap  potash.  The  meet- 
ing on  June  29  was  devoted  to  the  discussion  of  allot- 
ments. Negotiations  were  resumed  on  the  following 
day.  By  ten  o'clock  that  evening,  thirty-five  mines 
had  signified  their  willingness  to  enter  on  the  terms 
offered.     At  eleven,  the  Prussian  fiscal  representative 

i  BeriiiMr  Jahrbftobar.  1000.  pp.  168*  682. 
s  Amnioan  Fertiliier,  July,  1009,  p.  88. 
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annoimced  that  unless  there  was  unanimous  agreement 
by  midnight,  he  would  proceed  to  make  independent 
sales.  After  a  dramatic  session,  the  obstinacy  of  one 
mine  owner  defeated  the  efforts  at  renewal.*  The 
remaining  representatives  (of  forty-one  nunes)  agreed 
informally  not  to  make  any  sales  independently  until 
after  July  1.  On  July  1,  it  was  learned  that  the  repre- 
sentatives of  the  Westeregeln  group,  the  Einigkeit, 
and  the  Schmidtmann  mines,  Aschersleben  and  Soll- 
stedt,  had  made  large  independent  sales  of  potash  after 
leaving  the  hall  at  midnight.  This  added  complication 
precluded  the  possibility  of  organizing  a  new  sjrndicate 
on  July  1.  But  the  provisional  agreement  was  con- 
tinued to  July  8  and  then  extended  to  July  24.'  In  the 
meantime  the  German  government  had  threatened  to 
levy  an  export  duty  on  potash,  and  the  Westeregeln 
group  had  succeeded  in  annulling  its  "  outside  "  con- 
tracts. Upon  July  24,  a  new  sjrndicate  was  organized, 
not  including  Sollstedt,  Aschersleben  and  Einigkeit,  — 
those  mines  in  which  American  influence  was  strongest. 
It  was  to  be  located  at  Stassfurt  and  its  continuance 
was  contingent  upon  the  satisfactory  adjustment  by 
the  three  outsiders  before  September  30,  of  their 
independent  sales.'  But  nothing  having  been  accom- 
plished, a  "  Kampf-sjrndikat "  was  formed  without 
them  (on  September  30). 

Sollstedt,  through  the  International  Agricultural 
Corporation,  its  owner,  proceeded  to  sell  potash  to  all 
the  independent  buyers  with  whom  it  had  previously 
contracted,  on  the  same  terms  as  had  been  granted 
to   the   American   Agricultural   Chemical   Company. 

>  BeiUner  JahrbOolMr,  1900*  p.  168;  K.  R.*  vol.  yii,  p.  688. 

«  K.  R..V01.  ▼ii,p.  728. 

*  K.  R.,  ToL  vii,  pp.  723, 790.  Berliner  Jahibaobar,  1900,  p.  169.  For  the  charges 
of  the  eyndleate  egalnet  Sehmidtmaim,  see  K.  R.»  yoL  ▼£,  md.  840-641. 
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The  total  of  the  contracts  (including  those  of  Einigkeit 
and  Aschersleben)  involved  seven  or  eight  million  dol- 
lars and  called  for  about  120,000  tons  of  pure  potash, 
or  four-fifths  of  the  annual  American  importation. 
The  contracts,  binding  for  two  years,  were  provided 
with  options  on  a  five  year  extension.^  The  unsuccess- 
ful attempts  of  a  German  conunission  *  sent  over  in 
August  to  induce  the  Americans  to  give  up  their 
valuable  contracts,  —  valuable  because  the  prices 
quoted  were  about  30  per  cent  lower  than  current 
syndicate  prices.'  The  fact  that  the  syndicate  policy 
of  making  the  export  trade  pay  the  largest  part  of  ^ 
profits  did  not  operate  as  nicely  when  two-fifths  of 
the  export  trade  was  taken  away,  the  arguments  con- 
cerning the  dissipation  of  a  national  resource,  the 
strengthening  of  foreign  nations  at  the  expense  of 
the  Fatherland  and  the  like,  —  all  these  increased  the 
clamor  for  legislative  interference.  As  a  result,  the 
Prussian  government  submitted  in  December  a  pro- 
posed imperial  potash  law  to  the  Federal  Council  of 
the  Empire.  Tho  the  idea  of  a  direct  export  tax  was 
given  up,  the  bill  proved  especially  displeasing  to  the 
Hanoverian  faction;  and  since  it  practically  nullified 
American  contracts,  the  opposition  which  developed 
caused  its  withdrawal.^ 

A  second  committee  of  the  syndicate,  which  came  over 
to  America  in  December,  was  as  unsuccessful  as  the 

1  Statement  of  the  Potash  Syndleete.  p.  16.  Aleo  Imix  Chron.  412;  zoGhrae- 
680.     K.  R.,  vol.  viH.  pp.  248.  881. 

*  American  Ferkiliaer.  August.  1909.  p.  8;  K.  R..  toL  yii.  p.  799. 

*  Statement  in  behalf  of  the  Potaih  Syadieate.  p.  16.  The  prioe  for  mniale  of 
potaah  waa  about  $20.80  per  ton.  The  ayndioato  prioe  at  the  time  waa  about  $nM 
per  ton.    See  alao  Amerioan  FertiUaer,  Dee.  8, 1910,  p.  20. 

«  Deutiohe^^konomiat,  vol.  zzviii,  pp.  24. 110;  K.R.,  vol.  Til,  pp.  840-841.  Stats- 
ment  of  the  SyndSoate,  p.  11.     Beriiner  Jahrbaefaer.  1909.  p.  170. 
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first.^  About  this  time  treaty  negotiations  in  connec- 
tion with  the  Pajrne-Aldrich  Tariff  were  in  progress. 
Following  the  exchange  of  a  number  of  informal  notes, 
the  United  States  representing  that  an  export  duty 
would  be  considered  undue  discrimination  against 
American  trade,  the  State  Department  was  reported,  on 
January  17,  to  have  received  assurances  that  the  Ger- 
man government  would  not  press  its  scheme  of  levying 
an  export  tax.  Germany  was  soon  after  accorded  the 
privilege  of  the  minimum  tariff.' 

On  February  4,  the  draft  of  a  new  potash  law  was 
brought  before  the  Reichstag  by  the  Federal  Council. 
After  a  lively  debate  (February  14  and  15,  1910),  in 
the  coiu'se  of  which  it  became  clear  that  the  low  price 
American  contracts  were  at  least  the  occasion  of  the  bill, 
it  was  referred  to  a  committee  of  twenty-eight.*  Much 
altered,  it  came  back  to  the  Reichstag  and  was  passed 
on  May  25,  1910,  going  into  force  three  days  later.* 

The  potash  law,  thus  finally  enacted  *  provides  for 
imperial  control  over  the  production  and  selling  prices 
of  potash  salts  until  December  31,  1925.  The  alloca- 
tion of  allotments  becomes  the  duty  of  the  ''  kdnigliche 
Verteilungsstelle,"  a  commission  of  which  the  chairman 
and  two  other  members  are  chosen  by  the  Chancellor, 
subject,  however,  to  ratification  by  the  Federal  Council. 
The  other  members  are  chosen  by  the  mine  owners.' 
The  Verteilungsstelle  estimates  a  total  output  suj£cient 

1  Amorican  FertlHier,  January,  1910,  p.  18.     K.  R.,  voL  viii,  p.  33. 

>  Ameriean  FertiHier,  February  15.  19ia  Abo  zo  Chron.  1657,  K.  R.,  voL  iz,  pp. 
85, 149. 

*  Bttlixwr  Jahrbaoher.  1910,  p.  145;  Deutsche  Okonomisl,  vol.  zzviii,  pp.  24, 25. 109. 

*  For  the  report  of  the  oommiaaion,  aee  Berlohi  der  9  EommiMbn,  Anlace  Nr.  475, 
fu  Stenocraphiache  Beriofate  uew.  1909-10. 

*  Text  of  the  law  in  Reiohetagsverhandlungen,  Nr.  219  der  DrucdcMohen  1909-10. 
alio  reprinted  in  Kartett-Jahrbuoh,  Bd.  i.  Heft  2. 

*  Cf .  Abaehnitt  I.  U  7. 8. 
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to   supply   the   world's  demand,    and   apportions   it 
among  the  potash  producers.      For  the  same  mine, 
the  percentages  of  domestic  and  export  output  must 
be  the  same,  in  order  to  prevent  the  possibility  of  any 
mine  devoting  itself  exclusively  to  the  export  trade.^ 
For  the  current  year  a  scale  of  prices  which  should  serve 
as  the  maximum  for  domestic  and  as  a  TniniTmiTn  for 
export,  was  embodied  in  the  law.^     Any  potash  mine 
which  delivers  salts  in  excess  of  its  legal  allotment  must 
pay  into  the  imperial  treasury  a  tax  of  from  ten  to 
eighteen  marks  for  every  doppelzentner  in  excess  of  its 
quota.'     This  is  in  addition  to  the  regular  (and  almost 
nominal)    tax   of   sixty   pfennige   per   doppelzentner 
levied  upon  the  total  output  of  potash,  whose  proceeds 
go  to  pay  the  expense  of  administration  of  the  law,  any 
excess  being  used  for  propaganda  purposes.*      The 
Federal  Coimcil  is  empowered  to  lower  the  surtax  in 
the  case  of  contracts  executed  before  December  17, 
1909,  so  that  the  contract  prices  plus  surtax  shall  not 
exceed  the  prices  current  before  June  30,  1909.  -     For 
the  purpose  of  checking  the  increase  in  the  number  of 
producers,  the  law  provides  that  a  new  mine  shall 
receive  an  allotment  from  the  first,  but  one  smaller 
than  its  capacity  would  entitle  it  to  demand.^    Not 
until  the  third  year  shall  full  allotments  be  granted.* 
Mines  with  two  shafts  shall  receive  a  10  per  cent  addi- 
tion because  of  the  second  shaft.^     Allotments  may  be 
transferred  between  groups  of  products  or  transferred 
or  exchanged  with  other  mines  ;^   but  the  transfer  of 
over  half  an  allotment  requires  ofiKcial  consent. 

As  an  example  of  social  legislation,  another  provision 
requires  attention.*  It  is  provided  that  whenever  a 
potash  mine  reduces  wages  or  lengthens  the  time  of 

1  Aboohn.,  I,  i  8.  >  AbMhn.,  H,  i  20.  *  i  36.  «  f  37. 

>  i  40.  Ml  12. 13.  'ill.  •  f  17.  *  If  13,  14. 
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employment^  its  quota  is  to  be  reduced  by  the  Ver- 
teilungsstelle,  on  the  ground  that  such  action  is  prima 
facie  evidence  that  capacity  has  decreased.  In  the 
decision,  the  Verteilungsstelle  must  call  in  two  labor 
representatives  to  act  as  part  of  the  court.  Employees 
in  mines  or  factories  which  close  because  of  transfers 
of  allotments  are  entitled  to  compensation  from  the 
mine  owners,  up  to  the  amount  of  twenty-six  weeks' 

pay- 

The  law  provided  for  no  compulsory  sjoidicate.  But 
under  the  altered  conditions  which  it  brought  abouf  the 
Eampf-syndikat  of  September  30,  1909,  was  dissolved, 
and  a  new  one  came  into  existence  on  June  7, 1910. 

VI.  The  Potash  Controversy  between  Germany 
AND  THE  United  States 

The  potash  sold  to  Americans  by  the  Aschersleben, 
Sollstedt,  and  Einigkeit  mines  was  in  amount  far  in 
excess  of  their  quotas  under  the  new  law.  The  greater 
part,  hence,  was  subject  to  the  supertax,  which  nearly 
equalled  the  selling  prices  of  the  salts.  The  mines 
Afichersleben  and  Sollstedt  refused  to  continue  deliveries 
unless  the  Americans  would  assume  the  tax.  The 
American  holders  of  low  price  contracts  would  not  agree 
to  this,  since  assumption  would  mean  their  pajdng 
higher  prices  for  potash  than  those  who  bought  from 
the  syndicate.^  They  denied  that  the  tax  was  a  charge 
ot  the  nature  implied  in  their  contracts,  the  wording  of 
which  was  "  that  any  governmental  duty  should  be 
assumed  by  the  buyers."  They  maintained  it  was  a 
pwialty  for  violation  of  a  German  law.*     Expert  legal 

*  K.  R.,  Tol.  ▼]&.  p.  771. 

t  ABMrieu  f\ertiiiMr,  Ausust  10. 1910,  p.  22. 
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opinion  on  both  sides  of  the  Atlantic  split  on  the  ques- 
tion. In  Germany  the  majority  held  the  Americans 
to  be  liable  for  payment  of  the  tax;  in  America  the 
opposite  opinion  prevailed.  The  necessity  of  securing 
potash  for  current  requirements  forced  the  Americans 
to  pay  the  tax  which  they  did  under  protest. 

Fertilizer  interests  in  this  country  denounced  the 
law  as  a  practical  repudiation  of  contracts  made  in 
good  faith,  and  appealed  to  the  State  Department  for 
aid.  As  soon  as  the  matter  could  be  taken  up,  in  the 
fall  of  1910,  it  became  evident  that  the  Germans  did 
not  wish  to  concede  any  more  ground  than  was  abso- 
lutely necessary.  The  Federal  Council  refused  to 
consider  a  reduction  of  the  supertax  in  the  case  of  the 
options,  according  to  which  the  buyers  had  demanded 
a  five  year  extension  of  contracts,  in  June,  1910.*  A 
conunercial  representative  of  the  State  Department, 
accompanied  by  a  group  of  fertilizer  manufacturers 
proceeded  to  Europe  in  September.  He  declared  two 
months  later  that  no  settlement  could  be  made;  that 
the  application  of  the  maximmn  clause  of  the  tariff 
act  of  1909  was  in  order,  since  the  German  law  clearly 
was  discriminatory  against  America. 

The  controversy  reached  so  acute  a  stage  in  December 
that  President  Taf t  submitted  the  whole  matter  to  the 
Cabinet.  Protests  of  fertilizer  manufacturers,  of 
farmers  and  other  potash  consumers  continued  to 
arrive  at  the  State  Department.  Upon  January  20, 
1911,  the  potash  sjrndicate  presented  a  statement^ 
for  the  consideration  of  the  President  and  the  Secretary 
of  State.  In  contrast  to  the  inflammatory  protests  of 
American    fertilizer    manufacturers,    the    s}mdicate's 

1  BerliiMr  JahibOolMr.  1910,  p.  160;  E.  R..  toL  Tiii.  p.  671. 

»  Statement  in  behalf  of  the  PotaahSyndioato.  Dated  Januaiy  90. 1011.  Cf .  aba 
K  R..  ToL  Is.  p.  221. 
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brief  was  a  sober  and  dignified  presentation  of  the  case; 
tho  the  inclusion  of  a  number  of  niisstatements  and 
assertions  insufficiently  proved  laid  it  open  to  attack.^ 
But  it  seemed  that  the  crisis  had  passed.  The  demand 
of  our  State  Department  for  a  definite  statement  from 
the  German  government  elicited  a  reply  which  was  not 
made  public,  but  seems  to  have  led  to  the  adoption  by 
our  government  of  the  attitude  which  the  German  had 
maintained,  namely,  that  the  affair  was  one  to  be 
settled  by  the  parties  concerned,  and  not  by  intemar 
tional  diplomacy.  After  a  series  of  conferences  at 
Hamburg,  an  agreement  between  the  Americans  (except 
the  International  Agricultural  Corporation)  and  the 
sjrndicate  was  reached.*  Before  the  controversy  could 
be  finally  settled,  it  was  necessary  to  arrange  matters 
with  the  Aschersleben  and  Sollst^t  mines,  which  still 
insisted  upon  delivering  potash  subject  to  the  supertax. 
But  negotiations  progressed  so  rapidly  that  a  compro- 
mise was  soon  agreed  upon. 

The  provisions  of  this  final  settlement  •  were  in  brief, 
(a)  the  withdrawal  of  all  suits  in  our  courts  involving 
liability  for  the  payment  of  the  potash  tax  levied  by 
Germany;  (6)  the  assignment  to  the  syndicate  of  the 
American  contracts  with  independent  mines;  (c)  new 
contracts  with  the  sjoidicate,  covering  full  American 
potash  requirements  for  five  and  one-half  years  on  a 
price  basis  practically  the  same  as  that  prevailing  before 
the  low  price  contracts  were  obtained  from  the  inde- 
pendent mines;  and  (d)  the  reentry  of  the  independent 
mines  SoUstedt  and  Aschersleben  into  the  sjrndicate. 
Aschersleben  bought  one-half  of  the  SoUstedt  shares 
from  the  International,  and  upon  January  1,  1911, 

1  Gf.  for  inatanoe  Ammiosn  Fertiliier,  January  28,  Febniaiy  10,  Febroaiy  26, 1011. 

s  zdi  Chron.  1488.  Abo  KarteU-Jahibuoh,  Heft  2,  p.  134;  zdi  Chron.  Ifi25; 
S.  R.,  vol.  ix,  p.  403. 

*  xdv  Chron.  70. 
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Sollstedt  entered  the  syndicate.  The  German  govern- 
ment agreed  to  refund  about  60  per  cent  of  the  supertax 
held  in  escrow  in  American  banks.  Aschersleben 
received  1,050,000  marks  from  the  American  Agricul- 
tiu'al  Chemical  Company  and  the  same  amount  from  the 
International  in  return  for  its  consent  to  annul  the 
"  low  price  contracts."  ^ 

The  Einigkeit  mine,  one  of  those  which  made  inde- 
pendent sales,  was  not  much  involved  in  the  contro- 
versy. The  low  price  sales  to  the  Virginia-Carolina 
Company  were  insufficient  to  cover  requirements. 
Forced  to  buy  the  balance  of  its  potash  from  the  syndi- 
cate, an  amicable  arrangement  was  made  in  1910, 
whereby  Einigkeit  became  a  member  of  the  syndicate 
December  31  of  that  year,  pajring  a  sum  of  about 
$50,000  to  the  s}mdicate  as  a  compensation  for  *'  out- 
side "  deliveries  already  made.' 

VII.  The  Working  Of  the  Potash  Law  of  1910 

The  potash  law  was  not  a  measiu*e  concocted  on  the 
spur  of  the  moment  to  deprive  American  potash  buyers 
of  the  benefit  of  their  contracts.  Legislation  and  com- 
bination had  long  been  directed  to  the  piupose  of  pre- 
venting ruinous  competition  among  potash  enterprises. 
The  law  was  merely  the  culmination  of  a  movement 
toward  conservation.  No  doubt  action  was  hastened 
by  the  low  price  American  contracts.  Technically, 
the  law  was  not  discriminatory.  It  applied  to  all  potash 
in  excess  of  the  legal  quota  of  a  mine,  whether  for 
domestic  or  export  trade.     The  payment  of  the  tax 

1  KATtoU-Jahibuoh,  Bd.  ii.  Heft  3.  p.  365.  The  aoooimt  of  the  settlement  in  U.  B. 
Consular  and  Trade  Reports  differs  in  certain  minor  details  from  that  given  ahovs. 
(Not.  11, 1011,  p.  761.)    Cf .  also  Consular  Reports,  November  25, 1011,  vol.  xclt,  p.  70. 

«  KarteU-Jahibuoh,  Bd.  i.  Heft  4.  p.  45  ;   E.  R.,  vol.  iz,  p.  125. 
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was  a  question  of  contractual  liability  and  the  fact  that 
Americans  were  chiefly  involved  was  no  proof  of  truth 
in  the  accusation  of  undue  discrimination. 

But  if  the  law  was  successful  in  preventing  low  price 
potash  sales,  it  was  in  other  respects  far  from  being  as 
successful  as  its  originators  predicted.  Instead  of 
checking  the  continued  increase  of  new  mines,  its  effect 
was  similar  to  that  of  previous  attempts  at  legislation, 
in  furthering  the  evil  it  was  intended  to  prevent.  As 
soon  as  it  went  into  effect  a  new  wave  of  development 
began.  Not  only  were  vacant  fields  divided  and  sub- 
divided to  form  bases  for  new  enterprises,  but  the  syndi- 
cate mines  also  proceeded  to  divide  their  properties 
to  a  greater  extent  than  before,  founding  new  subsidiary 
companies  with  extra  quota  demands.  Since  a  concern 
was  legally  entitled  to  a  larger  quota  if  two  or  more 
shafts  were  operated,  and  since,  under  the  law,  each 
new  mine  was  guaranteed  a  quota,  it  became  necessary 
for  any  mine  which  did  not  wish  to  have  its  quota 
reduced  below  a  level  which  would  leave  a  profit,  to 
establish  two  or  three  subsidiary  companies.  Instances 
are  numerous.  Aschersleben  divided  its  possessions 
to  form  four  new  enterprises.  Out  of  the  original 
properties  of  the  Gewerkschaft  Hugo  a  full  half  dozen 
mines  were  formed  by  division.  From  the  Gewerk- 
schaft Amelia  eleven  new  undertakings  have  been 
organized,  and  the  list  might  be  continued.^  With 
the  honorable  exception  of  Prussia,  governments  have 
been  as  great  sinners  as  private  enterprises  in  the  pro- 
motion of  new  mines.  Anhalt  has  four  and  plans  two 
more.  In  April,  1911,  in  addition  to  the  sixty-nine 
syndicate  mines,  seventy-nine  were  in  process  of  con- 
struction, and  about  fifty  more  had  either  completed 

>  K.  R.,  ToL  si.  m>.  901,  108. 
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or  were  making  borings.^  A  year  later,  ninety-eeven 
mines  were  prepared  to  deliver  potash,  and  a  hundred 
and  thirteen  were  in  process  of  construction.*  Dr. 
Paxmann  stated  in  the  spring  of  1913  that  one  hundred 
twenty-seven  mines  were  operating,  one  hundred 
thirty-two  in  construction.'  The  failure  of  the  law 
m  this  regard  is  unmistakable. 

The  potash  law  had  another  effect  not  desired  by  its 
promoters,  that  of  furthering  concentration  within  the 
industry.      The  extension  of  the  movement  toward 
concentration  which  had  become  a  feature  of  coal 
mining  and  banking,  was  much  delayed  by  the  hostile 
attitude  of  the  syndicate  of  1904,  —  an  attitude  inspired 
by   the   fiscal   representatives,    opposing   transfer  of 
quotas.     Yet  the  opposition  of  the  sjoidicate  had  not 
been  suflScient  to  keep  away  concentration  entirely. 
The  fear  of  the  loss  of  influence  shared  by  the  fiscal 
mines,  should  the  private  enterprises  be  free  to  com- 
bine, added  little  to  the  deterrent  influence.     During 
1905  certain  mines  secured  control  of  others  by  means 
of   stock    ownership.      Westeregeln   backed   by   the 
Mitteldeutsche  Ereditbank  acquired  three-fourths  of 
the  shares  of  the  new  mine  Rossleben.     The  Schmidt- 
mann  mine,  Aschersleben,  piu'chased  the  shares  of  the 
mine  Sollstedt;   and  other  instances  might  be  given.^ 
Yet  until  1909,  there  had  been  little  inmiediate  advan- 
tage, except  as  investment,  from  the  control  of  one 
mine  by  another.      Concentration  of  production  was 
practically  prohibited,  despite  the  fact  that  mines  were 
operated  at  only  a  third  or  quarter  of  their  capacity. 

The  freedom  granted  by  the  potash  law  in  the  matter 
of  transferring  quotas  was  a  great  incentive  to  concen- 
tration.    Mines  began  to  buy  up  quotas  or  controlling 

>  E.  R.,  vol.  is,  p.  401.  s  K.  R..  toL  z.  p.  473. 

•  K.  R.,  vol.  xi.  pp.  48.  202.  «  K.  R..  vol.  iii,  p.  835. 
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interests  in  other  mines.  The  WintershaU  mine,  to 
which  belonged  the  mines  Heringen  and  Heiligenroda, 
acquired  a  majority  of  the  shares  of  Bismarckshall,  and 
secured  control  over  five  other  mines.  Later  it  was 
reported  to  have  obtained  control  over  two  subsidiary 
companies  of  the  Clewerkschaft  Amelia.*  The  fusion 
of  the  Deutsche  Kaliwerke  concern  and  the  Amelia 
was  another  notable  instance.  In  the  next  year,  1912, 
the  movement  continued,  the  cases  most  discussed 
being  the  combinations  Einigheit-Prinz  Adalbert,' 
and  Biu-bach-Kriigershall.*  In  nearly  every  case, 
the  combination  of  mines  was  accomplished  by  means 
of  stock  ownership.*  The  purpose  was  usually  at 
least  one  of  three:  (a)  to  save  capital  outlay  in  the 
construction  of  the  second  shaft  required  by  the  police 
ordinance;  (6)  to  transfer  or  exchange  quotas  so  as  to 
concentrate  production  in  the  best  situated  mine; 
(c)  joint  ownership  and  administration  of  power  plants 
and  branch  railroads,  or  division  of  risk. 

Denunciations  of  the  potash  law  began  six  months 
after  its  passage  and  have  grown  in  number  and  vehe- 
mence.* The  opinion  is  now  freely  expressed  that  the 
potash  law  is  a  failure;  that  in  order  to  make  a  small 
saving,  it  has  induced  speculation  and  waste  of  millions. 
The  government  finally  recognized  that  the  law  had 
not  been  operating  as  intended,  in  a  speech  of  Minister 
of  Conmierce  Delbrtick.*  The  potash  industry  became 
the  object  of  a  two  days'  debate^  in  which  a  lively  dis- 
cussion as  to  the  emplojonent  of  the  propaganda  money 

>  Berliner  JAhrbOofaer,  1910;  E.  R.,  yoL  iz,  pp.  38,  224. 

<  K.  R.,  ToL  is.  p.  M6.  •  E.  R..  toI.  z.  p.  106. 

«  K.  R.«  vol.  z.  p.  387.  •  E.  R.,  voL  iz.  p.  401. 

«  StenocraphiMhe  Beridhte  dee  deoteefaen  Reiehtagee,  10.  SHsunc  4  Mftn  1002. 
p.  447;  20.    Sitsung.  5  Mln  1912,  p.  485.     (Bd.  288.) 

'  Stenogrephieohe  Beriohte.  etc.,  20.  Siteunc,  30.  SUiniic,  md.  470  et  mq. 
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was  a  prominent  feature.  The  tax  of  sixty  pfennigs  had 
yielded  a  siun  much  larger  than  was  deemed  necessary 
for  propaganda  purposes.  Prosposals  to  reduce  this 
tax,  to  allow  the  excess  to  go  into  the  imperial  treasury, 
to  spend  the  money  more  freely,  as  well  as  the  more 
important  debate  on  the  general  ill-success  of  the  law 
brought  at  the  time  about  no  amendment.  Debate 
was  resumed  in  January  of  this  year  (1913),  and  finally 
a  resolution  was  adopted  to  the  effect  that  any  reform 
or  amendment  to  the  potash  law  should  be  binding  for 
all  mines  commenced  after  January  15,  1913.^  Han- 
overian conditions  present  some  difficulty  but  it  is 
generally  expected  that  an  amendment  or  revision  of 
the  imperial  potash  law  so  as  to  remedy  some  of  its 
weaknesses  will  be  forthcoming  in  the  near  future.* 

VIII.  Conclusion 

In  its  influence  on  prices,  the  potash  syndicate  has 
differed  somewhat  from  other  Kartells.  Except  for 
very  short  periods,  export  prices  have  been  higher  than 
domestic.  Having  a  monopoly  of  the  products,  there 
has  been  no  necessity  for  a  resort  to  the  "  dumping  " 
which  has  been  a  practice  of  the  steel  and  coal  Kartells. 
This  has  always  proved  an  effective  pro-syndicate 
argument.  Prices  have  certainly  been  steadied. 
Statistics  of  prices  show  no  decline  in  the  price  of 
muriate  of  potash  since  the  formation  of  the  first 
agreement  in  1879,  and  none  on  camallite  since  1888, 
the  date  of  the  formation  of  the  first  syndicate.* 

1  E.  R.,  Tol.  zi.  pp.  111-118. 

*  Meanwhile  a  memorial  prepared  by  Dr.  Paxmann  la  attraoling  attention.  He 
advocates  a  lioenae  system  by  which  a  government  concession,  to  be  granted  only  when 
the  demand  for  potash  warrants  it,  shall  be  reQoired  for  opening  up  a  new  mine.  E.R^ 
vol.  zi,  1013. 

'  The  following  figures  are  given  by  Paxmann  (p.  126): 
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The  potash  syndicate  has  at  all  times  attempted  to 
secure  the  maximmn  gain,  but  has  realized  that  the 
demand  for  agricultural  purposes  is  capable  of  great 
expansion,  and  that  the  highest  prices  may  not  be  the 
most  profitable.  In  general,  potash  prices,  tho  not 
to  be  classed  as  extortionate,  are  said  to  have  been 
higher  than  the  demand  for  the  product,  the  cost  of 
production,  or  the  interests  of  the  industry  itself 
justify.  The  fact  that  mines  running  at  much  lower 
than  normal  capacity  could,  in  1906,  pay  dividends 
averaging  13.5  per  cent;  that  the  cost  of  production 
was  a  considerably  smaller  part  of  the  selling  price  than 
in  other  mining  industries;  the  fact  that  Schmidtmann 
and  others  could  contract  to  deliver  large  quantities 
of  potash  at  30  per  cent  below  prevailing  prices,  with 
the  expectation  of  still  securing  profit  therefrom,  — 
all  these  indicate  a  range  of  prices  above  the  competitive 
level. 
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The  figures  shren  in  Stance  (p.  95),  Engelke  (p.  38),  and  Sohulse  (p.  59)  vaiy  slightly 
from  those  given  above. 
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The  syndicate  has  had  no  effect  in  decreasing  the 
expenses  of  production;  its  influence  has  actually  been 
exerted  in  the  opposite  direction.  The  economies 
which  have  been  effected  by  syndicate  organization 
have  been  in  distribution,  —  elimination  of  the  wastes 
of  competitive  selling  and  mcrease  in  the  effectiveness 
of  advertising.  But,  tho  these  savings  have  been 
considerable,  the  syndicate  and  the  legislation  enacted 
in  the  attempt  to  check  tendencies  induced  by  syndi- 
cate poUcies  have  contributed  to  bring  into  existence 
such  an  over-supply  of  facilities  for  production  that 
no  net  gain  in  efficiency  has  resulted.  Since  the  demand 
for  potash  is  only  sufficient  to  give  existing  establish- 
ments employment  much  below  normal  capacity,  there 
is  good  reason  to  believe  that  expenses  of  production 
are  higher  than  they  would  be  under  competitive 
conditions,  and  that  costs  as  well  as  prices  would  be 
lower. 

Domestic  consumers,  as  noted  above,  have  fared 
somewhat  better  than  the  foreign.  The  influence  of 
the  government  mines  has  always  been  exerted  in  the 
direction  of  lower  prices  for  domestic  consumers.  Most 
favored  have  been  the  large  agricultural  associations,  — 
in  part,  it  is  alleged,  because  of  their  political  influence. 
The  favoritism  shown  to  these  societies  has  led  to  many 
complaints  from  potash  dealers.  The  syndicate  finally 
made  some  concessions  to  the  dealers  in  1905,  but  did 
not  place  them  in  every  particular  on  a  footing  with  the 
agrarian  associations.^  After  1909,  when  the  restric- 
tions on  combination  among  dealers  were  removed, 
a  large  niunber  of  dealers'  organizations  sprang  up  to 
take  advantage  of  the  rebates  given  for  purchase  in 
large  quantities.      But  the  agricultural  associations 

pp.  15,  85. 
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are  still  favored.  The  attitude  of  dealers  has  generally 
been  unfriendly  to  the  syndicate. 

One  must  not  neglect  to  give  the  potash  combination 
credit  for  what  it  has  accomplished  in  connection  with 
its  propaganda  work.  By  the  distribution  of  publica- 
tions, exhibits  at  important  agricultiu-al  shows,  fertilizer 
experiment  stations,  and  other  methods,  it  has  conduc- 
ted a  general  educational  campaign  on  the  use  of 
fertilizer,  potash  especially.  The  efforts  of  the  syndi- 
cate to  keep  up  the  standard  of  the  products  and  to 
insure  prompt  deliveries  are  also  commendable. 

The  membership  of  the  Prussian  government  has 
given  the  potash  syndicate  a  character  distinct  from 
other  Kartells.  Far  from  being  a  passive  member,  the 
government  has  always  exerted  a  large  influence  upon 
syndicate  policy.  More  than  once  it  has  directed  its 
energy  toward  keeping  the  organization  intact  in  the 
mmierous  crises  through  which  it  has  passed.  In  the 
negotiations  of  1879,  1888,  1898,  and  1901,  the  fisc 
took  an  active  pro-syndicate  part;  when  renewal 
came  up  in  1903,  the  Prussian  fisc  took  the  initiative; 
in  1908,  the  government  early  directed  its  influence 
toward  renewal.  It  cannot  be  seriously  doubted  that, 
had  not  the  Prussian  government  played  the  part  it 
did,  the  syndicate  would  early  have  gone  to  pieces. 

The  opinion  so  often  expressed  during  the  progress 
of  syndicate  negotiations  that  in  the  continuance  of 
the  syndicate  lay  the  only  means  to  avoid  the  ruin  of  a 
number  of  enterprises  and  losses  to  thousands  of  inves- 
tors, was  undoubtedly  correct.*  But  one  may  doubt 
whether  or  not  it  was  wise  to  enter  into  combination 
to  preserve  the  profitableness  of  all  the  undertakings, 
when  the  policy  of  procrastination,  as  one  might  term 
it,  caused  and  will  continue  to  cause  much  greater 

>  It  is  said  that  bankers  would  extend  credit  only  to  thoae  mines  whoee  intention 
to  enter  the  syndicate  was  known.     K.  R.,  vol.  v,  p.  807. 
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losses.  Free  competition  during  the  eighties  would 
have  been  attended  with  losses  smaller  than  in  the 
decade  1900  to  1910,  or  none  at  all.  The  dependence  of 
the  value  of  potash  enterprises  upon  the  existence  of 
the  syndicate  is  clearly  shown  in  the  course  of  the 
market  for  potash  securities  during  the  past  decade. 
It  is  reasonable  to  suppose  that  under  the  rule  of  com- 
petition the  enormous  over-investment  of  capital  in 
potash  enterprises  would  largely  have  been  avoided. 
When  all  is  said  for  and  against  the  syndicatCi  one  may 
doubt  whether  the  potash  industry  is,  as  a  whole,  in 
1913,  in  a  more  floimshing  financial  condition  as  a 
result  of  the  existence  of  combination. 

H.    R.   TOSDAL. 

Habvabd  Univbbbitt. 


Digitized  by 


Google 


INDUSTRIAL     BOUNTIES     AND      REWARDS 
BY  AMERICAN  STATES  ^ 

SUMMARY 

Direct  grant  one  of  many  forms  of  state  aid,  192.  —  Bowities  on 
mulberry  trees  and  silk,  193.  —  Hemp,  flax,  jute,  and  ramie,  197.  — 
Woolen  yam,  199.  —  Binding  twine,  199.  —  Starch,  199.  —  Iron  and 
iron  pipe,  199.  —  Cordage,  199.  —  Cards,   199.  —  Wheat  and  com, 

200.  — Salt,  200.  —  Artesian  wells,  201.  — Timber  and  shade  trees, 

201.  —  Sugar,  202.  —  Chicory,  202.  —  Rewards  on  arms  and  powder, 
203.  —  Sheep  and  woolen  clotib,  203.  —  Canaigre  and  leather,  203.  — 
Wheat,  oats,  and  potatoes,  204.  —  Salt,  204.  —  Coal  mine  and  artesian 
and  oil  wells,  204.  —  Methods  of  treatment  of  ores,  205.  —  Timber 
and  shade  trees,  205.  —  Sugar,  205.  —  The  California  reward  act  of 
1862,  205.  —  The  question  of  public  policy  and  eonstitutioilality,  206. 

The  claims  of  our  national  ward.  Infant  Industry, 
have  been  constantly  presented  before  Congress  and 
also  before  our  state  legislative  bodies,  but  with  results 
which  have  received  too  little  comprehensive  attention 
from  the  student  of  public  affairs.  True,  there  is  no 
end  to  the  discussion  of  the  protective  tariff,  tho  the 
economist  has  long  since  satisfied  himself  as  to  the 
theoretical  aspects  of  the  subject.  Our  two  experi- 
ments with  national  bounties  —  fisheries  in  1813  and 
sugar  in  1890  —  are  recognized  as  noteworthy  instances 
of  departiure  from  what  has  come  to  be  the  established 
method  of  protection.       Little  is  known,  however, 

1  This  study  was  undertaken  with  a  two-fold  purpose:  first,  of  course,  to  present  a 
true  statement  of  the  subject  chosen;  second,  to  show  something  of  the  wealth  of  ma- 
teriak  of  economic  history  scattered  throughout  the  dusty  files  of  the  session  laws. 
As  over  a  hundred  acts  are  considered,  it  has  seemed  impracticable  to  give  specific 
citations  except  in  case  of  acts  still  in  force.  Furthermore,  it  is  unnecessary,  since 
any  perMn  who  knows  the  year  can  easily  find  any  desired  act. 
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of  the  measures  adopted  by  the  state  governments  to 
establish  and  promote  home  industries  through  favor- 
able legislation;  yet  the  files  of  the  session  laws  contain 
abundant  and  unimpeachable  evidence  that  from 
earliest  colonial  times  our  local  legislative  assemblies 
have  actively  concerned  themselves  with  such  matters, 
thus  maintaining  a  direct  relationship  between  Ameri- 
can state  subventions  and  the  British  and  Continental 
bounty  systems  of  two  and  three  centuries  ago. 

This  is  not  the  time  or  the  place  for  a  general  treat- 
ment of  state  encouragement  of  industrial  enterprises. 
There  must  be  much  searching  among  scattered  source 
materials  before  an  adequate  basis  of  fact  can  be 
established;  and  the  results,  when  obtained  through 
the  efforts  of  many,  could  hardly  be  presented  within 
the  limits  of  a  sin^e  article.  For  the  scope  of  state 
activity  in  this  direction  has  been  limited  only  to  the 
extent  that  the  imagination  of  legislators  and  of  lobby- 
ists has  been  limited.  It  includes  such  measures  as 
patents  of  monopoly;  grants  in  aid  of  individuals 
engaging  to  construct  certain  machinery,  to  perfect 
certain  manufactiuring  processes,  or  to  produce  certain 
goods;  grants  of  land  or  of  lottery  privileges  for  the 
construction  of  mills;  exemption  from  militia  service 
of  operatives  in  mills;  exemption  from  taxation,  tax 
drawbacks,  and  limited  rates  of  assessment  upon 
industrial  property;  bounties  and  rewards,  or  grants 
of  money,  in  aid  of  certain  branches  of  industry;  and 
also  enabling  acts  authorizing  local  governmental 
bodies  to  extend  similar  favors.  This  paper  will  be 
limited  to  a  summary  consideration  of  state  industrial 
bounties  and  rewards,  tho  incidental  reference  will  be 
made  to  some  of  the  colonial  precedents. 

From  earliest  colonial  times  until  late  in  the  last 
century,  attempts  were  made  to  introduce  silk  culture 
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in  America.  Virginia  in  1623  required  the  planting 
of  mulberry  trees,  and  offered  a  bounty  on  reeled  silk. 
South  Carolina,  Pennsylvania,  New  Jersey,  and  possibly 
other  provinces  took  similar  action,  but  with  little 
success.  White  mulberry  trees  ^  were  introduced  in 
Mansfield,  Connecticut  in  1760,  and  without  the 
stimulus  of  a  bounty  this  town  soon  became  an  active 
center  of  silk  cultiure.  In  1783,  Connecticut  came  to 
the  aid  of  the  industry  with  an  act  which  offered  a 
bounty  of  ten  shillings  for  every  hundred  mulberry 
trees  and  three  pence  for  each  ounce  of  raw  silk.  This 
was  repealed  in  1784,  by  an  act  which  provided  for  a 
bounty  of  two  pence  per  ounce  of  silk,  to  be  paid  out 
of  the  duties  arising  from  the  importation  of  foreign 
goods  into  the  state,  as  established  by  another  act 
passed  at  that  session.  The  only  state  which  seems 
to  have  been  influenced  by  the  action  of  Connecticut 
was  New  York,  which  in  1791  offered  a  bounty  of 
six  shillings  for  ev6ry  fifty  mulberry  trees  up  to  two 
hundred. 

The  Connecticut  bounty  had  little  effect  except  in 
the  vicinity  of  Mansfield,  where  considerable  sewing 
silk  was  produced.  It  expired  in  1794,  but  the  silk 
industry  continued  to  prosper,  as  is  evident  from  the 
reports  of  the  national  census  of  1810.*  In  1825, 
Congress  became  interested;  and  the  following  year 
the  House  of  Representatives  directed  Richard  Rush, 
Secretary  of  the  Treasury,  to  prepare  a  manual  on  the 
growth  and  manufacture  of  silk.  Thet»result  was  a 
comprehensive   report   of  over   two   hundred   pages, 

>  The  leaves  of  the  native  xed  mulbeny  are  not  soHable  for  ailk  worm  f^edinc. 

s  ConneoticQt  produced  eewinc  ailk  and  raw  ailk  valued  at  $28*503;  of  whioh 
Windham  oounty  produced  927,375;  Tolland  county,  $774;  and  New  London  county, 
$384.  In  Hampshire  county,  Maaaacfauaetts,  108  pounds,  valued  at  $618,  were  pro- 
duced. Burlinston  county,  New  Jeraey,  reported  1800  "  srards  made  '*  by  a  aingle 
tax  establishment,  the  value  being  $1800,  but  the  nature  of  the  product  is  not  indicated. 
—  Tench  Cose,  American  Manufacturea,  pp.  5,  28,  89. 
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which  was  published  in  1828.^  This  report,  commonly 
known  as  the  '^  Rush  letter/'  aroused  interest  through- 
out the  country.  A  convention  was  held  at  Mans- 
field to  seek  aid  of  Congress,'  but  without  success. 
The  natural  result  was  a  general  appeal  to  the  state 
legislatures. 

Connecticut  responded  in  1832,  with  an  act  which 
offered  bounties  of  fifty  cents  a  pound  on  reeled  silk 
and  one  dollar  for  every  hundred  mulberry  trees. 
This  act  was  repealed  in  1839.  Massachusetts  in 
1835  offered  a  bounty  of  fifty  cents  a  pound  on  cocoons, 
but  reduced  this  to  ten  cents  the  following  year,  adding 
bounties  of  fifty  cents  a  pound  on  reeled  silk  and  one 
dollar  a  pound  on  reeled  and  thrown  silk.  Other 
bounty  acts  were  passed  in  1839  and  1845,  the  latter 
being  effective  for  three  years  only.  Vermont,  also 
in  1835,  offered  a  bounty  of  ten  cents  a  pound  on  co- 
coons, and  in  1838  bounties  of  twenty  cents  a  pound 
on  reeled  silk  and  sewing  silk.  In  1840,  the  legislatuie 
by  special  act  directed  the  state  treasurer  to  pay  to 
Sally  Fisher  of  Calais  twenty  cents  for  each  pound 
of  woven  silk  which  she  should  make  from  native 
cocoons.  By  another  act,  approved  only  a  day  later, 
it  offered  a  general  bounty  of  twenty  cents  a  pound 
on  woven  silk,  and  withdrew  the  bounty  on  sewing 
silk.  In  1844  it  offered  bounties  of  fifteeen  cents  a 
pound  on  cocoons,  reeled  silk,  and  sewing  silk.  The 
system  was  abolished  in  1845.  Maine  passed  a  silk 
bounty  act  in  1836,  which  was  repealed  as  obsolete 
in  1903.      Delaware,  which  in  1829  had  offered  medals 

>  20  Cong.,  1  Smb.,  H.  doo.  158. 

t  "  We  find  from  ezperienoe  and  obteiTation,  tlutt  mankind  an  mora  eadly  indooed 
to  engace  in  thoae  branohes  of  buaineM  which  afford  an  immediate  profit;  and  nqime 
■omething  to  stimulate  to  engage  in  a  bueineae  which  must  be  matured  by  the  nvolv- 
tions  of  seasons.  It  is  this  stimulant*  which  it  is  the  peculiar  duty  of  the  Govemmaat 
to  afford."  —  Memorial  of  sundry  iiihabitants  of  the  counties  of  Windham  and  Tolland. 
20  Cong.,  1  Sees..  H.  doo.  160. 
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for  the  growth  of  mulberry  trees,  offered  silk  bounties 
m  1837,  1839,  and  1843,  the  last  of  which  expired  in 
1845.     New  Jersey  and  Georgia  passed  such  acts  in 

1838,  but  repeated  them  after  a  year.  The  Pennsyl- 
vania act  of  1838  expired  in  1843.  Illinois  and  Ohio 
in  1839  adopted  bounty  laws  which  respectively 
expired  in  1842  and  1844.  New  York  joined  the  silk 
bounty  states  in  1841  for  a  period  of  five  years. 

These  laws  were  not  obtained  without  vigorous 
efforts  on  the  part  of  promoters,  one  of  whom  went 
so  far  as  to  propose  siUc  culture  as  '^  a  substitute  for 
railroads,  canals,  and  navigable  rivers."  Theoreti- 
cally the  argument  was  unassailable.  ''  Those  sections 
of  the  country  that  are  too  far  from  navigable  rivers 
to  have  the  advantage  of  cheap  transportation  for  their 
present  productions  have  no  other  remedy  than  the 
construction  of  railroads  or  canals,  and  if  they  are 
unable  to  construct  either  of  these,  they  are  absolutely 
without  a  market.  For  a  state  of  things  like  these 
there  is  but  one  remedy,'^  which  of  course  was  the 
culture  of  silk,  "  which  will  bear  the  present  charges 
and  yet  leave  the  producer  a  profit."^ 

The  decade  of  the  thirties  is  remembered  as  a  period 
of  excessive  speculation  in  lands  and  in  railroads, 
and  it  was  only  natiural  that  the  wide-spread  movement 
for  the  introduction  of  silk  culture  should  have  attracted 
those  who  cared  for  nothiog  except  immediate  profits. 
The  opportunity  was  found  in  the  mulberry  trees,  the 
supply  of  which  was  limited.  These  trees  changed 
hands  at  rapidly  rising  prices,  and  the  ultimate  returns 
from  the  production  of  silk  were  put  forward  as  a  lure 
by  those  whose  aim  was  direct  profit  through  exploita- 
tion of  a  temporary  market.     The  bubble  burst  in 

1839,  and  within  a  few  years  a  blight  destroyed  many 

1  Jounud  of  the  Aiwiriwn  Silk  Sooioty,  U,  p.  08. 
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of  the  trees.1  That  this  mania  was  not  without  its 
effect  upon  the  minds  of  contemporary  legislators 
is  indicated  by  the  nimiber  of  repealing  acts  which  have 
been  mentioned.  Yet  the  sewing  silk  industry  made 
some  permanent  advance  at  this  time,  and  factories 
were  established  at  Paterson,  at  South  Manchester, 
Connecticut,  and  at  Northampton. 

After  an  interval  of  many  years,  California,  unmind- 
ful of  the  experience  of  eastern  states,  became  ambitious 
to  be  known  as  a  center  of  silk  production.  It  was 
urged  that  the  freedom  from  electric  storms  was  a 
condition  favorable  to  the  worms,  and  that  no  artifidal 
heat  would  be  required  for  hatching  the  eggs.  Accord- 
ingly a  bounty  act  was  passed  in  1866,  but  was  soon 
found  to  have  been  so  loosely  drawn  as  to  afford  little 
protection  to  the  treasury.  It  was  supplanted  in 
1868  by  an  act  of  like  intent,  by  which  the  state  offered 
to  each  person  a  single  bounty  of  two  hundred  and 
fifty  dollars  for  growing  five  thousand  or  more  mul- 
berry trees  and  also  offered  a  general  bounty  of  three 
hundred  dollars  for  the  production  of  each  hundred 
thousand  cocoons.  An  attempt  was  made  without 
delay  to  plunder  the  state  treasury  by  drawing  imagin- 
ajy  lines  through  each  tract  of  land  set  with  the  trees 
so  as  to  include  in  each  subdivision  the  niinimuin 
five  thousand  and  establish  the  basis  of  a  claim  for 
pliural  bounties.  Such  claims  were  allowed  by  the 
board  of  judges  chosen  to  administer  the  law,  but  were 
set  aside  by  the  supreme  court.*  The  act  was  repealed 
in  1870  without  having  accomplished  its  purpose. 

>  WyokofF,  Report  on  the  Silk  Manufacturing  Industry,  Tenth  Ceneua.  U,  pp  W^ 
921 ;  Broekett,  Silk  Industry  in  America,  pp.  88-40;  Cowdin,  Report  to  the  Dqiartmeot 
d  SUte  on  Silk.  p.  12. 

>  Attorney  General  ▼.  Board  of  Judces,  38  Cal.  201;  Mesnce  of  Gorenor 
H.  H.  Hai«ht.  1869,  pp.  20-21. 
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Kansas,  by  an  act  passed  in  1887,  provided  for  a 
board  of  silk  commissioners  to  establish  and  conduct 
a  state  silk  station  and  to  encom*age  state  wide  pro- 
duction of  silk  by  various  means,  among  which  was 
the  payment  of  bounties.  No  appropriations  for 
bounties  were  made  at  subsequent  sessions  of  the 
legislature,  and  it  does  not  appear  that  any  were  paid. 
The  undertaking  was  abandoned  in  1897,  and  the  sale 
of  the  station  was  ordered  the  following  year.  Utah 
in  1896  passed  an  act  which  authorized  the  appoint- 
ment of  a  silk  commission,  and  offered  a  bounty  of 
twenty-five  cents  a  pound  on  cocoons  for  a  period  of 
ten  years.  Under  this  act  several  thousand  pounds 
of  cocoons  were  presented  for  bounty  each  year  until 
1905,  when  the  commission  was  abolished  and  the 
bounty  offer  withdrawn.* 

While  silk  was  the  favorite  subject  for  encom-age- 
ment  by  means  of  bounties,  other  textile  materials 
were  also  aided  in  this  manner.  Parliament  offered 
bounties  to  promote  the  production  of  hemp  and 
flax  in  the  American  colonies;  and  the  majority  of 
the  colonial  assemblies  established  bounties  on  one  or 
both.  Linen  bounties  were  also  conomon;  and  New 
Hampshire  and  Massachusetts  gave  bounties  on  cards. 
These  attempts  resulted  in  ahnost  complete  failure. 

New  York  offered  the  first  state  bounty  on  hemp  by 
an  act  of  1788,  which  provided  that  eight  shillings 
should  be  allowed  on  each  hundred  weight.  The  act 
was  in  force  until  1795.  Connecticut,  by  an  act  passed 
in  1804  and  repealed  in  1813,  gave  hemp  bounties 
at  the  rate  of  ten  dollars  a  ton.  New  Hampshire  in 
1811,  offered  a  bounty  of  five  dollars  for  five  hundred 
pounds  of  hemp  produced  by  any  inhabitant  of  the 

i  Utah  SOk  Comminion,  Reports,  1809-1904. 
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state  in  any  one  year,  and  one  dollar  for  each  hundred 
weight  in  excess  of  the  TniniTnum.  This  appears  to 
have  been  in  force  until  1824. 

New  Jersey  in  1880  passed  an  act  to  encoiurage  the 
production  and  treatment  of  fibres,  which  offered 
bounties  at  the  rate  of  five  dollars  a  ton  for  jute  and 
rose  or  marshmalloW;  six  dollars  a  ton  for  hemp,  seven 
dollars  a  ton  for  flax,  and  ten  dollars  a  ton  for  ramie  or 
China  grass.  In  order  to  encourage  the  perfection 
of  machines  for  removing  the  fibre  from  the  stalks, 
bounties  were  also  offered  for  disintegrated  jute  at 
the  rate  of  two  and  a  half  cents  a  pound;  for  cleaned 
hemp,  three  cents;  for  cleaned  flax,  three  and  a  half 
cents;  and  for  disintegrated  ramie,  five  cents.  As 
a  special  inducement  to  ramie  culture  a  bounty  of  ten 
cents  a  pound  was  offered  on  ramie  yam  ready  to  weave. 
These  bounties  were  limited  in  aggregate  to  fifteen 
thousand  dollars,  which  was  appropriated  in  equal 
parts  for  stalks,  fibre,  and  ramie  yam.  The  disap- 
pointing results  of  the  law  were  reported  by  the  secre- 
tary of  the  state  bureau  of  labor  and  industry,  who  had 
been  active  in  getting  it  enacted.  The  whole  of  the 
appropriations  for  stalks  and  for  fibre  was  granted  on 
flax  straw  and  cleaned  flax.  '^  Notwithstanding  the 
liberal  bounties  offered  for  the  cultivation  of  jute, 
ramie,  and  hemp,  we  cannot  learn  that  any  persistent 
effort  has  been  made  to  raise  these  plants  in  New  Jersey, 
and  it  is  not  at  all  probable  that  the  $5000  remaining 
unpaid  out  of  the  appropriation  of  $15,000  will  be  called 
for  before  the  time  specified  in  the  law  at  which  paying 
of  bounties  shall  cease,  viz.,  the  first  day  of  April, 
1885.^^1 

California  in  1891  attempted  to  introduce  ramie 
cultiure  by  an  act  which  provided  among  other  things 

>  Annual  Report.  188^-84,  p.  319. 
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that  the  state  board  of  agriculture  might  give  bounties 
of  not  over  a  cent  a  pound  on  the  fibre^  but  the  act 
was  declared  unconstitutional  on  technical  grounds 
in  1892.  North  Dakota  in  1895  offered  a  bounty  of 
one  dollar  for  each  hundred  pounds  of  long  line  spinning 
fibres,  either  flax  or  hemp,  and  spinning  tows.  This 
expired  in  1900;  and  the  reports  of  the  state  auditor 
fail  to  show  that  any  payments  were  made. 

In  a  few  states  bounties  on  manufactures  have  been 
offered.  Connecticut  in  1788  promised  a  bounty  of  a 
penny  a  pound  on  woolen  yam  spun  within  the  next 
year.  North  Dakota  established  a  bounty  of  two 
dollars  a  ton  on  binding  twine  in  1890,  and  in  1895  one  of 
a  dollar  a  ton  for  five  years;  but  it  does  not  appear  that 
bounties  were  paid  under  either  act.  This  state,  also 
in  1890  and  1895,  offered  a  bounty  of  a  cent  a  pound  on 
potato  starch  for  terms  of  five  years,  and  payments 
were  made  under  both  acts.  A  Utah  act  of  1890 
provided  for  bounties,  limited  to  thirty  thousand  dol- 
lars during  a  period  of  two  years,  on  manufactured 
iron  at  two  dollars  a  ton,  cast  iron  or  wrought  iron  pipe 
at  five  dollars  a  ton,  rope  or  twine  at  a  cent  a  pound, 
and  sugar  from  sorghum  or  other  sugar  bearing  plants 
at  a  cent  a  pound.  But  under  this  act  a  claimant 
for  bounty  on  manufactured  iron  must  have  erected 
a  plant  at  a  cost  of  one  hundred  thousand  dollars, 
with  a  capacity  of  twenty  tons  a  day;  and  similar 
qualifications  were  required  of  claimants  of  the  other 
bounties.  There  were  other  requirements  which  served 
to  protect  the  interest  of  the  state  more  adequately 
than  was  done  in  most  laws  of  the  kind.  Alabama  in 
1861  offered  bounties  on  cotton  and  wool  cards  for  a 
period  of  two  years. 

Bounties  on  grain  were  common  in  colonial  times, 
but  they  have  been  granted  by  only  two  states.     Maine 
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in  1837  established  a  bounty  on  wheat;  in  1838,  it 
added  a  bounty  on  Indian  com.  The  rates  varied 
according  to  the  amounts  produced,  ranging  from  three 
to  ten  cents  a  bushel  on  wheat  and  from  ten  cents  a 
bushel  to  two  dollars  for  thirty  bushels  on  husked  ears 
of  com.  These  acts  were  repealed  in  1839.  Massa- 
chusetts, by  an  act  passed  in  1838,  offered  a  bounty 
of  two  dollars  for  fifteen  bushels  of  wheat,  and  five 
cents  for  each  additional  bushel.  This  act  expired  in 
1841.  Large  sums  were  paid  out  by  both  states  under 
these  laws. 

Salt  bounties  have  been  granted  in  three  states,  but 
for  different  purposes.  After  several  years  of  experi- 
mentation with  native  brine,  Michigan  in  1859  passed 
an  act  to  encourage  the  manufacture  of  salt,  offering 
a  boimty  of  ten  cents  a  bushel.  This  gave  place  to 
another  act,  in  1861  providing  for  a  bounty  of  the  same 
amount  on  each  barrel  of  five  bushels,  which  was 
repealed  in  1869.  New  York  in  1822  passed  an  act 
with  the  declared  purpose  of  encouraging  the  manu- 
facture of  coarse  salt  in  the  western  district  of  the 
state.  This  offered  a  bounty  of  three  cents  a  bushel 
on  salt  delivered  at  the  Hudson  or  at  Lake  Erie,  or 
shipped  from  Oswego  into  Upper  Canada  during  a 
five-year  period  beginning  in  1827.  It  seems  probable 
that  this  was  really  intended  to  stimulate  traffic  on 
the  state  canals  and  so  increase  the  returns  from  tolls. 
This  supposition  is  strengthened  by  the  fact  that 
in  1843,  another  bounty  act  was  passed  '^  to  increase 
the  revenues  of  the  state."  By  this  act  a  complicated 
schedule  of  bounties  was  established,  not  only  on  salt 
but  also  on  coal,  lead,  and  gypsum,  the  rates  varying 
with  distances  as  well  as  weights.  There  was  also  a 
bounty  on  empty  bairels  passing  over  the  canals, 
which  was  in  effect  a  drawback  of  the  amount  by  which 
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the  tolls  exceeded  the  rates  on  an  equal  quantity  of 
staves  and  heading.  It  was  repealed  in  1846.  Ala- 
bama in  1861  authorized  the  leasing  of  all  salt  wells 
belonging  to  the  state  and  the  payment  to  the  lessee 
of  a  bounty  of  ten  cents  for  each  bushel  sold  to  citizens 
of  the  state,  but  the  provision  for  a  boimty  was  repealed 
a  year  later.  The  obvious  purpose  of  this  act  was  to 
insure  agaiost  a  salt  famine  on  accoimt  of  the  cutting 
off  of  existing  sources  of  supply  by  the  public  enemy. 

Bounties  to  encourage  prospecting  for  a  belt  of  arte- 
sian water  were  established  by  Nevada  in  1879  and  in 
1887,  by  acts  which  in  amended  form  are  still  in  force.* 

Minnesota  was  the  pioneer  in  the  granting  of  bounties 
for  the  planting  of  timber  and  of  shade  trees  along 
highways,  having  passed  laws  in  1873  and  1881, 
which  after  frequent  amendments  are  in  force  today. 
The  law  as  it  now  stands  offers  to  any  person  who 
shall  plant  one  acre  of  prairie  land  with  forest  trees 
and  keep  them  in  a  thrifty  condition,  two  dollars  and 
fifty  cents  an  acre  for  six  years,  provided  such  boimty 
shall  not  exceed  twenty-five  dollars  to  any  individual 
in  any  one  year.  For  the  purpose  of  paying  such 
compensation,  there  is  a  standing  appropriation  of 
$20,000  each  year.*  Similar  acts  were  passed  by 
Colorado  in  1881,  Dakota  in  1885,  and  by  North 
Dakota  and  South  Dakota  in  1890.  The  Colorado 
law  was  declared  imconstitutional  on  technical  groimds 
in  1892.  Connecticut  in  1881  offered  a  boimty  for 
planting  trees  along  highways.  The  terms  were  made 
more  liberal  by  an  amendment  in  1885,  but  up  to  1909, 
only  about  a  thousand  dollars  had  been  paid  out  in 
boimties  at  the  rate  of  a  few  dollars  to  a  few  persons 
each  year.     The  rate  was  formerly  ten  cents  a  tree; 

1  Rev.  L.  1912,  ||  702-711. 

«  L.  1918.  e.  7e,  amending  Rev.  L.  1906,  H  2391-2896. 
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under  the  present  law  it  is  twenty-five  cents.*  As 
to  the  need  for  such  a  law  in  a  well-wooded  state  like 
Connecticut,  comment  would  seem  to  be  superfluous. 

As  early  as  1837,  Massachusetts  offered  a  bounty  on 
beet  sugar  at  the  rate  of  three  cents  a  pound  for  five 
years,  and  a  factory  was  established  at  Northampton 
but  soon  abandoned.  Again  this  state  in  1883  estab- 
lished a  bounty  of  one  dollar  a  ton  on  sugar  beets  or 
sorghum  cane  for  three  years,  and  a  factory  was 
established  at  Franklin.  In  1887,  Maine  passed  an 
act  authorizing  the  governor  and  coimcil  to  contract 
with  any  responsible  party  or  company  to  pay  a  bounty 
not  to  exceed  a  cent  a  poimd  on  all  beet  sugar  manu- 
factured in  the  state  from  native  beets  through  a  period 
of  ten  years.  As  a  result  of  this  act  a  factory  was 
established  at  Portland.  Michigan  and  New  Jersey 
passed  sugar  boimty  laws  in  1881.  Michigan  offered 
two  dollars  on  each  hundred  pounds  of  sugar  for  five 
years.  New  Jersey  for  a  like  period  offered  a  cent  a 
pound  on  sugar,  to  be  paid  to  the  manufacturers;  and 
a  dollar  a  ton  on  sugar  beets  or  cane,  to  be  paid  to  the 
growers.  Under  this  act  a  factory  was  established  at 
Gape  May.  Kansas  in  1887  offered  a  boimty  of  two 
cents  a  pound  on  sugar  for  five  years;  and  Nebraska, 
by  an  act  passed  in  1889  and  repealed  in  1891,  offered 
a  sugar  bounty  of  one  cent  a  poimd.  This  completes 
the  record  to  1890.  To  carry  the  discussion  further 
would  be  to  trespass  upon  ground  which  has  already 
been  covered  by  a  note  in  this  Journal.*  It  should 
be  mentioned,  however,  that  the  Nebraska  beet  sugar 
act  of  1895  also  offered  boimties  on  chicory. 

1  Pub.  Aote,  1900,  0.  86. 

•  Cheriocton,  "SUte  BountiM  Mid  tlw  B«et  Smw  Industiy/'  toL  anri,  pp.  381-^S6- 
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The  terms  "bounty"  and  "reward"  are  closely 
allied  in  meaning,  but  strictly  speaking  the  use  of  the 
former  is  appropriate  only  m  cases  where  the  action 
of  many  is  desired^  and  each  may  obtam  the  promised 
compensation  without  reference  to  the  claims  of  others; 
while  the  latter  is  properly  used  only  in  cases  where  a 
premium  is  offered  for  a  service  which  can  be  performed 
only  once  by  one  or  at  most  a  few,  who  succeed  while 
others  fail.  Needless  to  say,  no  such  distinction  is 
found  in  the  statutes,  and  a  study  of  one  cannot  be 
made  without  reference  to  the  other. 

With  the  double  purpose  of  providing  for  the  public 
safety  and  of  encouraging  manufactures.  North  Caro- 
lina in  1794  offered  rewards  for  the  best  musket  and 
bayonet,  horseman's  pistols,  and  horseman's  sword 
made  in  each  brigade  (militia  district)  in  the  state; 
also  for  the  greatest  quantity  of  powder  made  in  each 
superior  court  district.  These  rewards  were  to  be 
given  each  year  for  three  years. 

New  York  passed  two  acts  in  1808  with  the  purpose 
of  encouraging  the  woolen  industry.  One  offered  a 
reward  for  the  introduction  of  the  first  thorobred 
Merino  ram  in  each  county  of  the  state  where  there 
was  none,  within  three  years.  The  other  offered  a 
series  of  annual  rewards  for  three  years  for  the  best 
specimens  of  woolen  cloth,  and  an  additional  reward 
for  such  cloth  made  in  the  home.  Utah  in  1854  offered 
premiums  for  the  greatest  yield  of  flax  seed  and  lint 
and  of  hemp  lint.  A  similar  act  in  1855  also  provided 
for  rewards  for  "tame"  sunflower  seeds.  In  1857,  an 
attempt  was  made  to  encourage  the  raising  of  cotton, 
indigo,  and  madder. 

In  1896,  Utah  came  to  the  aid  of  the  leather  industry 
by  an  act  which  offered  a  bonus  of  a  dollar  a  ton  on  the 
first  twenty  thousand  tons  of  canaigre  produced  and 
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used  in  the  manufacture  of  leather,  and  another  reward 
of  a  thousand  dollars  to  the  person  or  corporation  who 
would  first  make  fifty  thousand  poimds  of  leather 
tanned  with  canaigre  roots. 

Massachusetts  in  1838  offered,  in  addition  to  a  bounty 
on  wheat,  a  reward  of  one  himdred  dollars  to  the  person 
in  each  coimty  who  would  raise  the  greatest  quantity 
of  wheat  in  any  one  year  on  one  farm.  Wyoming 
in  1890  offered  rewards,  in  addition  to  those  which  had 
been  offered  by  an  agricultural  journal,  for  the  greatest 
yield  of  potatoes,  oats,  and  wheat,  each  upon  a  single 
acre. 

Vermont,  by  an  act  passed  in  1827,  authorized  the 
state  treasm^r  to  pay  to  the  Vermont  Salt  Manufactur- 
ing Company,  the  sum  of  five  himdred  dollars  as  a 
premium  on  the  first  five  hundred  bushels  of  salt  manu- 
factured from  water  obtained  by  boring  in  Montpelier. 

In  the  far  west,  the  reward  has  been  employed  as  an 
incentive  to  prospectors.  Utah  offered  a  reward  of 
a  thousand  dollars  in  1854  for  the  opening  of  a  good 
coal  mine  within  forty  miles  of  Salt  Lake  City.  The 
reward  was  claimed  in  1860,  but  was  refused  on  account 
of  excessive  distance  and  inferior  quality  of  the  coal.^ 
Colorado  in  1870  adopted  a  law  to  promote  agricultiire 
by  irrigation,  which  offered  a  reward  of  two  thousand 
dollars  to  the  person  who,  under  carefully  prescribed 
conditions,  would  sink  an  artesian  well  to  a  depth  of  a 
thousand  feet  or  such  less  distance  as  might  be  neces- 
sary. Arizona  in  1873  offered  the  sum  of  fifteen 
himdred  dollars  as  a  reward  to  the  person  who  should 
first  obtain  a  stream  of  flowing  artesian  water  not  less 
than  ten  miles  from  a  living  stream.  In  1901,  Nevada 
passed  an  act  to  encourage  the  boring  of  wells  in  search- 
ing for  oil,  natural  gas,  and  artesian  water.      This 

1  LecUatfre  Jounud,  1860-61.  p.  78;  1868-68,  pp.  66-66. 
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act,  which  is  still  in  force,  offers  a  reward  of  one  thou- 
sand dollars  to  the  person  who  first  furnishes  five  barrels 
of  crude  petroleum,  and  a  like  sum  to  the  discoverer 
of  natiuid  gas  to  the  extent  of  one  thousand  cubic 
feet;  also  twenty-five  hundred  dollars  to  the  person 
first  to  sink  a  six-inch  well  to  a  depth  of  one  thousand 
feet  and  obtain  a  flow  of  sixty  gallons  of  water  a  minute. 
It  is  also  provided  in  this  remarkable  piece  of  legislation, 
that  any  person  who  receives  any  of  the  rewards  must 
enter  into  a  contract  to  reimbmt^  the  state  if  he  suc- 
ceeds in  developing  his  enterprise  to  a  marketable 
stage.^  In  1887  the  same  state  passed  an  act  to 
encourage  the  mining  and  milling  of  ores  containing 
precious  metals,  by  which  it  was  provided  that  a  series 
of  rewards  should  be  given  for  the  most  economical 
and  also  for  the  most  successful  method  of  treatment 
and  reduction  of  ores. 

Minnesota  from  1867  to  1889  provided  for  annual 
rewards  to  be  given  through  the  state  board  of  agricul- 
ture for  the  best  five-acre  tract  of  cultivated  timber 
or  continuous  half  mile  of  hedge. 

Rewards  to  encourage  the  sugar  industry  have  been 
offered  by  Delaware  and  Utah.  Delaware  in  1877 
appropriated  three  hundred  dollars  to  be  used  in 
1877  and  1878  for  premiums  for  beets  containing  the 
greatest  quantity  of  sugar,  and  two  years  later  appro- 
priated fifteen  hundred  dollars  for  the  years  1879  and 
1880.  Utah  in  1880  offered  two  thousand  dollars  as 
a  reward  to  the  person  who  would  produce  the  best 
seven  thousand  pounds  of  sugar  within  that  year, 
and  in  1882  offered  five  thousand  dollars  to  be  paid 
under  the  same  conditions  in  either  1882  or  1883. 

The  Califomia  reward  act  of  1862  has  been  reserved 
for  separate  notice,  not  only  because  it  was  unique 

1  Rev.  L.  1912.  U  71»-717. 
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but  also  because  it  shows  how  far  a  state  may  go  in  the 
attempt  to  foster  home  industry.  This  act  offered 
one  hundred  and  thirty-nine  premiums,  aggregating 
$129,850,  on  fifty-three  agricultmid  and  manufactured 
products,  comprising  textile  fibres,  cloth,  carpets, 
clothing,  boots  and  shoes,  paper,  naval  stores,  cordage, 
indigo,  rice,  sugar,  vegetable  oils,  tea,  coffee,  hops, 
wine  bottles,  and  exported  beer.  It  was  amended  in 
1863,  and  finally  repealed  in  1870,  after  less  than  half 
the  amoimt  offered  had  been  paid.^ 

In  the  foregoing  pages  but  three  southern  states 
have  been  mentioned  —  Alabama,  North  Carolina, 
and  Greorgia  —  and  the  first  two  only  in  connection 
with  acts  passed  for  military  reasons.  Yet  the  southern 
colonies,  particularly  South  Carolina,  had  been  most 
active  in  the  giving  of  boimties.  The  main  reason 
for  this  change  of  attitude  was  undoubtedly  the  general 
acceptance  of  the  Jeffersonian  idea  that  the  state  should 
interfere  as  little  as  possible  in  matters  primarily 
affecting  the  individual,  and  that  the  words  ''  public 
piupose"  should  be  most  strictly  construed.  Had 
this  idea  prevailed  throughout  the  rest  of  the  country, 
the  states  would  have  been  spared  an  imnecessary 
drain  upon  their  treamuies,  and  private  individuals 
would  not  have  been  encouraged  to  waste  their  capital 
in  enterprises  unsuited  to  their  surroimdings.  Fortu- 
nately, however,  the  courts  have  not  been  able  to 
approve  a  system  which  results  in  a  general  tax  for 
the  good  of  a  single  class.  In  an  opinion  as  to  gifts 
of  money  by  towns  in  aid  of  manuf actming  enterprises 
the  supreme  court  of  Maine  declared:  — 

Capital  naturally  gravitateB  to  the  best  inveBtment.  If  a  partic- 
ular place  or  a  spedal  kind  of  manufacture  promises  large  returns, 

>  CalifoniU  SUte  Acrfmaltoral  Sodety,  TrrnDSMstSoas,  1863;  Mem«M  of  GoTwnor 
Ldmad  Staafoni,  1868;  Iiuuigunl  addreH  of  Gov«raor  H.  H.  Haasht,  1867.  and 
^869. 
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the  capitalist  wUl  be  little  likely  to  hesitate  in  selectiDg  the  place 
and  in  determining  upon  the  manufacture.  But  whatever  is  done 
...  it  is  done  with  the  same  hope  and  expectation  with  which  the 
farmer  plows  his  fields  and  sows  his  grain,  —  the  anticipated  return. 
Now  the  individual  or  corporate  manufacturing  will  in  the  outset 
promise  to  be,  and  the  result  will  be,  either  a  judicious  and  gainful 
undertaking,  or  an  injurious  and  losing  one.  If  the  manufacturing 
be  gainful,  there  seems  to  be  no  public  purpose  to  be  accomplished 
by  assessing  a  tax  on  reluctant  citizens,  and  coercing  its  collection 
to  swell  the  profits  of  successful  enterprise.  If  the  business  be  a 
losing  one,  it  is  not  readily  percdved  what  public  or  governmental 
purpose  is  attained  by  taxing  those  who  have  received  no  share  of  the 
profits,  to  pay  for  the  loss.  .  .  .  The  tax  payer  should  not  be 
compelled  to  pay  for  the  loss  when  he  is  denied  a  share  of  the 
profit.^ 

In  every  case  in  which  bounty  acts  have  been  attacked 
upon  grounds  of  public  policy,  the  courts  have  declared 
them  unconstitutional.  Thus  the  Michigan  supreme 
court  declared  of  the  sugar  boimty  of  1897: 

It  is  void  whether  it  comes  within  any  of  the  express  provisions  of 
the  constitution  or  not.  It  is  not  a  law,  but  an  act  which  attempts 
to  take,  the  property  of  one  citizen,  and  turn  it  over  to  another; 
to  compel  one  class  to  donate  a  part  of  its  property  to  another.* 

This  ruling  was  followed  by  the  supreme  court  of 
Minnesota  in  a  case  concerning  the  sugar  bounty  act 
of  1895/  and  by  the  Nebraska  supreme  court  in  a 
case  concerning  the  sugar  and  chicory  boimty  act  of 
1895,^  and  also  in  a  federal  case  relating  to  a  local 
bounty.*  The  Michigan  case,  therefore,  assumes 
increased  importance;  but  when  we  come  to  examine 

1  Opinion  of  the  Judoes,  58  Me.  690  (1871),  dting  Sharplees  y.  Philadelphia,  21 
Pa.  147  (1863). 

«  Miohigaa  Sucar  Ck>.  t.  Auditor  General.  124  Miah.  674,  678  (1900). 

«  Minneeote  Sugar  (^.  y.  Ivenon,  91  Minn.  30  (1008). 

«  Oznard  Beet  Sugar  Ck).  v.  Stote,  78  Neb.  66  (1006). 

*  Dodge  T.  Mienon  Township,  107  Fed.  827  (1901).  An  earlier  local  bounty 
oaae  ia  Deal  y.  MianMBippi  County,  107  Mo.  464  (1891). 
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it,  we  find  that  it  is  based  upon  the  decision  by  Justice 
Cooley  in  a  raib-oad  subsidy  case,  which  aroused  quite 
as  great  a  storm  of  protest  in  its  time  as  the  state 
boimty  decisions.  It  is  fitting,  therefore,  that  this 
paper  should  close  with  the  words  of  that  great  jurist, 
who  said: 

The  state  can  have  no  favorites.  Its  business  is  to  protect  the 
industry  of  all,  and  to  give  all  the  benefit  of  equal  laws.  It  caimot 
compel  an  unwilling  minority  to  submit  to  taxation  in  order  that 
it  may  keep  upon  its  own  feet  any  business  which  caimot  stand 
alone.  Moreover,  it  is  not  a  weak  interest  only  that  can  give 
plausible  reasons  for  public  aid.  When  the  State  once  enters  1^)0D 
the  business  of  subsidies,  we  shall  not  fail  to  discover  that  the 
strong  and  powerful  interests  are  the  most  likely  to  control  le^sia- 
tion,  and  that  the  weaker  will  be  taxed  to  oihance  the  profits  of 
tlM  stronger.^ 

Fred  Wilbub  Powbll. 

Chicago,  III. 
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THE  FEDERAL  RESERVE  AC5T  OF  1913 
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banks,  240.  —  VIII.  Supervisory  functions  of  Federal  Reserve  Board, 
251.  *—  PMbable  relations  of  this  Board  to  directon  of  Reserve  Banks, 
262. 

I.  The  Spirit  and  Objects  of  the  Act 

The  primary  purpose  of  the  Federal  Reserve  Act  of 
December  23^  1913,  is  to  make  certain  that  there  will 
always  be  an  available  supply  of  money  and  credit  in 
this  coimtry  with  which  to  meet  imusual  banking 
requirements.  Banks  of  a  new  class,  to  be  known  as 
Federal  Reserve  Banks,  are  to  be  established,  and  upon 
these  banks  is  to  rest  the  heavy  responsibility  of  sup- 
porting the  structure  of  credit  in  periods  of  financial 
strain.     The  new  banks  are  expected  to  keep  them- 
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selves  in  a  condition  of  such  strength  in  ordinary  times 
that  the  other  banks  may  safely  rely  upon  them  for  all 
needed  cash  and  credit  in  emergencies.  In  the  past, 
the  banks  in  this  country,  when  subjected  to  financial 
pressure,  have  relied  mainly  upon  loan  contraction  and 
the  selling  of  securities.  In  future  it  is  expected  that 
they  will  resort  to  the  Federal  Reserve  Banks,  securing 
additional  funds  from  these  by  rediscounting  conmier- 
cial  loans.  If  the  new  arrangements  work  well,  loans 
in  future  will  not  be  reduced  merely  for  the  purpose  of 
strengthening  the  banks.  Loan  contraction  will  take 
place  only  when  there  is  evidence  of  an  over-extended 
condition  of  business;  and  even  then  contraction  will 
be  carried  through  gradually,  so  as  to  conserve  all 
interests  so  far  as  may  be  possible.  Under  the  new 
system  a  most  important  influence,  if  not  the  most 
important  single  influence  determining  the  character 
of  banking  operations,  will  be  just  the  reverse  of  what  it 
has  been  in  the  past. 

To  meet  the  heavy  responsibilities  placed  upon  the 
Federal  Reserve  Banks,  two  things  are  absolutely 
essential  —  good  management,  and  ample  powers  and 
resources.  Good  management  cannot  be  secured  with 
certainty  by  means  of  legislative  provisions,  however 
carefully  designed  with  that  end  in  view.  In  the  partic- 
ular instance  of  the  Federal  Reserve  Act,  an  ingenious 
combination  of  government  and  banking  influence  in 
selecting  the  management  is  provided.  Purely  banking 
operations  are  very  largely  to  be  handled  by  boards  of 
directors,  a  majority  of  the  membership  of  which  is  to 
be  chosen  by  banks.  General  supervision,  and  for 
some  purposes  control,  is  placed  with  the  Federal 
Reserve  Board,  which  is  to  be  appointed  by  the  Presi- 
dent of  the  United  States,  by  and  with  the  advice  and 
consent  of  the  Senate.     Experience  alone  can  deter- 
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mine  the  wisdom  of  these  arrangements  for  securing 
effective  management. 

The  Federal  Reserve  Banks  are  to  exercise  wide 
powers,  and  would  seem  likely  to  have  ample  resources. 
The  country  is  to  be  divided  into  not  less  than  eight, 
nor  more  than  twelve  districts,  in  each  of  which  a  Fed- 
eral Reserve  Bank  is  to  be  established.  All  national 
banks  are  required,  and  qualified  state  banking  institu- 
tions are  invited,  to  subscribe  to  the  capital  of  the 
Reserve  Bank  of  their  district.  Subscribing  banks,  to 
be  known  as  member  banks,  are  required  to  keep  a  part 
of  their  reserve  with  their  Federal  Reserve  Bank.  These 
banks  will  presumably  receive  most  if  not  all  of  the 
general  funds  of  the  United  States  Government.  They 
will  provide  an  elastic  currency,  issuing  notes  secured 
by  their  commercial  assets.  They  are  also  empowered 
to  undertake  the  business  of  collecting  and  clearing 
checks  throughout  the  entire  country,  thus  providing 
an  organization  for  making  settlements  between  banks 
in  different  places,  the  lack  of  which  has  been  one  of  the 
most  serious  defects  in  our  banking  system. 

Each  Federal  Reserve  Bank  will  be  a  central  bank  for 
the  section  of  the  coimtry  which  it  is  to  serve.  It  will 
have  all  of  the  responsibilities  and  most  of  the  powers 
of  central  banks  in  the  various  European  coimtries; 
but  largely  because  the  system  is  to  be  superimposed 
upon  a  fully  developed  banking  system,  some  impor- 
tant provisions  of  the  Federal  Reserve  Act  are  unlike 
anything  to  be  found  in  Em'opean  legislation.  The 
Federal  Reserve  Banks  are  to  receive  deposits  from  the 
government  and  from  member  banks  only.  Ordi- 
narily they  will  lend  to  member  banks  only.  AU 
European  central  banks,  tho  the  bulk  of  their  business 
is  with  banks  and  bankers,  may  deal  with  the  general 
public  and  do  so.     The  most  striking  divergence  from 
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European  example,  however,  is  the  really  novel  plan  of  a 
system  of  regional  banks  in  place  of  a  single  central 
bank.  But  the  extent  of  this  divergence  is  generally 
exaggerated.  Political  bomidaries  are  indeed  in  large 
measure  economic  and  financial  boundaries  as  well;  but 
central  banks  in  the  European  countries  do  act  and 
react  upon  each  other,  often  working  in  harmony,  and 
yet  at  times  very  much  at  cross  purposes.  If  all  Europe 
were  brought  under  a  single  government,  very  likely  the 
various  existing  central  banks  would  be  merged  into  a 
single  institution.  In  some  respects  this  would  be 
advantageous,  but  it  would  not  be  absolutely  necessary. 
Certainly  European  arrangements  are  not  so  funda- 
mentally unlike  those  of  a  system  of  regional  banks  in  a 
single  country  of  great  size,  as  to  aflford  ground  for  the 
opinion  that  in  setting  up  this  system  foreign  experience 
has  been  altogether  disregarded. 

The  various  considerations  which  led  to  the  adoption 
of  the  plan  for  regional  banks,  rather  than  a  single 
central  institution,  deserve  careful  attention,  since 
they  indicate  the  spirit  and  purpose  of  the  Federal 
Reserve  Act.  A  single  central  bank  was  the  solution 
of  the  banking  problem  reached  without  a  dissenting 
voice  by  the  members  of  the  National  Monetary  Com- 
mission. The  bill  which  the  Commission  prepared  was 
a  notable  achievement.  Pioneer  work  tho  much  of  it 
necessarily  was,  very  few  defects  on  the  technical  bank- 
ing side  were  disclosed  in  the  discussion  which  followed 
the  statement  of  the  proposed  measure.  Its  provisions 
regarding  banking  operations,  including  relations  with 
other  banks,  are  embodied  with  few  changes  of  an  essen- 
tial character  in  the  Federal  Reserve  Act.  Most  of  the 
important  differences  between  the  bill  and  the  Federal 
Reserve  Act  reflect  differences  in  spirit  and  purpose 
rather  than  in  methods.     A  central  bank  and  also  the 
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system  of  regional  banks  necessarily  involve  placing 
somewhere  very  extensive  power  to  influence  and  con- 
trol credit.  In  the  present  temper  of  public  opinion, 
the  possession  of  great  economic  power  is  not  tolerated 
in  the  absence  of  a  large  measure  of  government  super- 
vision and  control.  But  imfortunately,  in  framing  its 
measure  the  Monetary  Commission  failed  to  realize  the 
fundamental  importance  of  this  consideration  as  a 
factor  in  securing  general  public  approval.  In  devising 
a  form  of  organization,  competent  management  and 
approval  in  banking  circles  were  evidently  the  control- 
ling factors.  An  organization  was  proposed  under 
which  out  of  forty-five  directors,  but  three  were  to 
represent  the  government,  the  remainder  being  selected 
in  various  ways  by  bankers.  Support  from  some  who 
were  the  most  bitter  opponents  of  the  measure  might 
have  been  secured  if  the  bill  had  provided  for  a  larger 
measure  of  government  control;  but  an  equal  or  even 
greater  number  of  adherents  would  probably  have  been 
lost.  Under  the  plan  of  the  Commission  and  indeed 
under  any  central  bank  plan,  government  supervision 
and  control  cannot  be  made  effective  without  at  the 
same  time  placing  the  details  of  operation  in  charge 
of  government  officials.  Few  of  the  most  ardent  advo- 
cates of  a  central  bank  were  prepared  to  take  this 
extreme  step. 

Under  the  plan  of  organization  of  regional  banks,  the 
difficulty  of  combining  government  control  and  private 
management  vanished.  Purely  banking  matters,  such 
as  the  granting  of  loans,  could  be  placed  with  boards 
entirely  or  mainly  composed  of  persons  selected  by  the 
bankers  whose  fimds  were  to  provide  most  of  the  neces- 
sary resources.  On  the  other  hand,  supervision  and 
whatever  measure  of  control  might  be  deemed  advis- 
able, could  be  placed  with  a  board  mainly  or  entirely 
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appointed  by  the  President  of  the  United  States.  Dif- 
ferences of  opinion  may  be  entertained  regarding  the 
particular  arrangements  in  the  Federal  Reserve  Act  for 
selecting  the  various  administrative  bodies,  and  r^ard- 
ing  the  division  of  power  between  the  directorates  of  the 
Federal  Reserve  Banks  and  the  Federal  Reserve  Board. 
If  experience  should  disclose  defects  in  this  form  of  or- 
ganization, it  is  flexible  enough  to  permit  at  any  time  an 
extension  of  government  or  of  banking  influence. 

Another  important  advantage  of  the  regional  system 
is  to  be  noted.  The  operation  of  a  central  bank  would 
be  far  more  likely  to  give  rise  to  sectional  antagonism. 
This  danger  was  apparently  fully  realized  by  the  mem- 
bers of  the  National  Monetary  Commission,  and 
elaborate  arrangements  for  selecting  the  management 
were  devised  in  order  to  make  certain  that  each  section 
of  the  country  should  be  properly  represented.  But 
obviously  regional  banks,  managed  by  local  people,  are 
very  much  more  certain  to  meet  this  requirement. 
Apparently  it  was  an  endeavor  to  remove  still  further 
the  danger  of  sectional  dissatisfaction  that  led  the 
Monetary  Commission  to  make  its  one  serious  depar- 
ture from  sound  banking  principle  in  framing  its  bill. 
A  provision  was  inserted  requiring  rediscounts  to  be 
made  at  a  uniform  rate  throughout  the  entire  country, 
regardless  of  the  wide  differences  in  the  demand  and 
supply  of  capital,  which  occasion  the  existing  wide 
differences  in  lending  rates.  Under  the  regional  plan 
no  such  indefensible  provision  was  found  necessary. 
This  important  feature  of  the  Federal  Reserve  Act 
outweighs  such  advantages  in  economy  of  resources  and 
effectiveness  in  management  as  were  sacrificed  in  sub- 
stituting for  a  central  bank  the  regional  banks. 

The  Monetary  Commission  in  framing  its  bill  seems 
to  have  been  guided  by  two  principles  generally  wise 
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in  legislation  —  the  scope  of  the  measure  was  limited 
to  the  single  purpose  of  removing  purely  banking  de- 
fects in  our  banking  system,  and  no  greater  departure 
from  existing  arrangements  was  proposed  than  was 
essential  for  the  purpose  in  hand.  The  Federal  Reserve 
Act  certainly  nms  coimter  to  the  first  of  these  principles. 
Its  primary  purpose  is  similar  to  that  of  the  bill  of  the 
Monetary  Commission;  but  a  secondary  purpose 
evidently  exercised  a  potent  influence.  This  purpose 
was  to  decentralize  credits  by  lessening  the  concentra- 
tion of  banking  funds  in  a  few  large  banks  in  the  chief 
financial  centers,  and  especially  in  New  York.  The 
regional  system  itself  gained  much  support  because  it 
was  believed  by  many  that  it  would  lessen  the  financial 
predominance  of  New  York  City.  No  comprehensive 
scheme  of  legislation  with  this  object  in  view  was 
inserted  in  the  bill;  but  wherever  two  or  more  means  of 
accomplishing  the  primary  purpose  of  the  bill  were 
open,  that  one  was  evidently  selected  which  it  was 
believed  might  tend  toward  decentralization.  In 
general  the  desire  to  decentralize  credits  explains  why 
the  act  makes  very  much  greater  changes  in  existing 
arrangements  than  were  proposed  in  the  bill  of  the 
Monetary  Commission.  In  the  latter,  the  practice  of 
depositing  a  part  of  the  required  reserves  of  the  banks 
with  reserve  agents  was  left  undisturbed.  Under  the  y 
terms  of  the  Federal  Reserve  Act,  such  deposits  are  to  Y 
be  reduced  by  successive  instalments,  and  discontinued 
entirely  three  years  after  the  passage  of  the  Act. 
From  a  purely  banking  point  of  view,  much  can  be  said 
for  this  great  change;  but  it  was  certainly  not  abso- 
lutely necessary  in  order  to  secure  the  desired  improve- 
ments in  the  working  of  our  banking  system. 

The  new  banking  institutions  for  which  the  Federal 
Reserve  Act  makes  provision  cannot  be  put  in  success- 
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ful  operation  (and  in  this  it  resembles  the  biU  of  the 
Monetary  Commission)  miless  a  considerable  number 
of  the  existing  banks  enter  into  relations  with  them.  An 
institution  might  have  been  established  with  large  capi- 
tal, and  a  monopoly  of  the  right  of  note  issue,  authorized 
to  act  as  government  fiscal  agent,  and  to  deal  with  the 
general  public.  Such  an  institution  would  presumably 
in  the  course  of  time  have  become  a  central  bank,  the 
main  reliance  of  other  banks  in  emergencies.  In  order 
to  avoid  competition  with  existing  banks,  the  act  pro- 
vides that  the  receipt  of  deposits  by  the  Federal  Reserve 
Banks,  and  their  normal  lending  operations  shall  be 
confined  to  those  banks  which  subscribe  to  the  capital 
and  maintain  balances  with  them.  Obviously,  tiien, 
if  banks  in  large  numbers  do  not  accept  the  arrasge- 
ment,  subscribing  to  the  capital  and  relying  upon  Uie 
new  banks  for  accommodation,  the  sjrstem  cannot  be 
put  into  effective  operation.  Moreover,  it  is  necessary 
that  many  banks  shall  enter  the  sjrstem  at  the  outset. 
An  attitude  of  hesitation  would  change  to  one  of  posi- 
tive distrust,  if  the  initial  response  were  inadequate. 

In  the  case  of  the  bill  of  the  Monetary  Commission, 
reliance  was  placed  simply  upon  the  attractiv^iess  d 
the  measure.  No  bank  would  have  suffered  positive 
loss  from  failure  to  enter  the  system,  tho  certain  slight 
inducements  were  held  out  to  those  banks  which 
accepted  the  arrangement  at  the  outset.  Whether  a 
Sufficient  number  of  banks  would  have  entered  that 
system,  if  it  had  been  established,  may  be  thought  prob- 
bable  but  is  not  certain.  Bankers  are  naturally  and 
properly  a  conservative  class  and  the  inclination  of 
many  would  have  been  to  wait  until  the  system  was  in 
successful  operation.  The  attitude  of  bankers  toward 
the  Federal  Reserve  Act  while  it  was  passing  through 
Congress  was   distinctly  unfavorable.      Most  of    its 
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provisions  already  referred  to,  as  well  as  others  in  which 
it  differed  from  the  Monetary  Commission  bill,  were 
disliked.  It  was  evident  that  in  the  absence  of  positive 
pressure,  the  nmnber  of  banks  which  would  accept  its 
terms  would  be  too  small  to  make  successful  operation 
possible.  No  attempt  was  made,  however,  to  insert 
provisions  which  would  bring  pressure  upon  State 
banking  institutions.  Perhaps  it  would  be  possible, 
either  under  the  inter-state  commerce  or  the  postal 
clause  in  the  Constitution;  but  it  would  have  been  con- 
trary to  the  constitutional  traditions  of  the  party  in 
power,  and  it  was  not  necessary.  If  the  national  banks 
very  generally  enter  the  system,  the  resources  of  the 
Federal  Reserve  Banks  will  be  sufficient  to  test  the 
effectiveness  of  the  measure.  Accordingly  the  Federal 
Reserve  Act  contains  a  number  of  provisions  designed 
to  bring  pressiu'e  to  bear  upon  these  to  enter  the  system 
immediately.  Failure  to  accept  the  terms  of  the  act 
within  one  year  after  its  passage  involves  forfeiture  of 
the  national  charter.  This  alone  would  be  no  great 
business  sacrifice,  since  banking  in  most  states  is  quite 
as  profitable  imder  a  state  as  under  a  national  charter. 
Loss  of  the  national  charter,  however,  involves  a  loss 
of  the  right  to  issue  bank  notes  and  calls  for  the  deposit 
of  lawful  money  in  Washington  equivalent  to  the 
amount  of  outstanding  circulation.  Most  national 
bank  notes  are  secured  by  two  per  cent  government 
bonds,  the  price  of  which,  in  the  absence  of  the  cir- 
culation privilege,  would  be  perhaps  about  two-thirds 
of  the  price  (somewhat  above  par)  at  which  they  were 
purchased  by  the  banks.  No  considerable  number  of 
national  banks  could  refuse  to  enter  the  system  without 
involving  themselves  in  a  heavy  immediate  loss.  A 
further  provision  in  the  act  puts  more  immediate  pres- 
sure upon  the  national  banks  in  reserve  cities.     If 
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within  sixty  days  after  the  passage  of  the  act,  a  reserve 
agent  bank  fails  to  signify  acceptance  of  its  terms,  it 
must  cease  to  exercise  the  reserve-holding  right  upon 
thirty  days'  notice  from  the  Federal  Reserve  Board. 

Many  bankers  bitterly  condemned  the  compulsory 
features  in  the  act  while  it  was  on  its  passage  through 
Congress.  This  feeling  was  perfectly  natural,  but  it 
was  not  very  generally  shared  outside  banking  circles. 
Impartially  considered,  the  act  imposes  no  unreasonable 
burden  upon  those  who  have  invested  capital  in  national 
banks.  No  one  fears  the  loss  of  the  funds  which  may  be 
subscribed  to  the  capital  stock  of  the  Federal  Reserve 
Banks  or  placed  on  deposit  with  them.  If  loss  should 
be  incurred,  it  would  be  primarily  due  to  imsound  bank- 
ing on  the  part  of  the  boards  of  diriectors  of  the  Reserve 
Banks,  a  majority  of  the  membership  of  which  is  to  be 
chosen  by  the  banks  themselves.  Some  bankers  have 
doubted  whether  the  act  would  prove  an  effective  meas- 
ure of  banking  reform;  but  few  if  any  have  felt  that 
results  under  its  operation  could  possibly  be  more 
unsatisfactory  than  those  imder  the  present  system;  and 
all  agree  that  it  is  a  long  step  toward  a  perfected  sys- 
tem. 

II.  Organization 

The  new  system  is  to  be  organized  under  the  super- 
vision and  direction  of  the  ''  Reserve  Bank  Organiza- 
tion Committee,"  consisting  of  the  Secretary  of  the 
Treasury,  the  Secretary  of  Agriculture,  and  the  Comp-^ 
troUer  of  the  Currency.  The  most  important  function 
of  this  Committee  is  to  determine, ''  with  due  regard  to- 
the  convenience  and  the  customary  course  of  business/' 
the  number  and  area  of  the  Federal  reserve  districts 
into  which  the  coimtry  is  to  be  divided,  and  to  designate 
the  city  in  each  district  in  which  a  Federal  Reserve 
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Bank  is  to  be  established.  Not  less  than  eight,  nor 
more  than  twelve  districts  are  to  be  created.  This  is  a 
most  difficult  task.  However  carefully  the  initial  lines 
of  demarcation  may  be  drawn,  more  or  less  modification 
is  to  be  expected  after  there  has  been  some  experience 
with  the  working  of  the  system.  Changes  in  area  of 
districts,  and  additional  districts  if  the  Organization 
Conmiittee  designates  less  than  twelve,  may  be  made 
at  any  time  in  the  future  by  the  Federal  Reserve  Board. 
While  the  rivalry  of  cities  may  tempt  the  Committee  to 
start  the  system  with  a  larger  number,  it  is  to  be  hoped 
that  it  will  be  f oimd  feasible  to  begin  with  no  more  than 
eight  or  nine  districts.  The  problems  which  will  con- 
front the  management  of  the  Federal  Reserve  Banks  are 
in  many  respects  imlike  those  with  which  our  bankers 
have  had  experience.  A  somewhat  higher  average  of 
capacity  in  the  management  may  more  confidently  be 
looked  for  if  the  smaller  number  of  banks  is  established. 
Moreover,  e8i)ecially  at  the  outset,  mere  size  will  con- 
tribute not  a  little  to  the  prestige  of  the  banks,  and  so 
inspire  public  confidence  in  the  new  system.  A  greater 
variety  of  occupations  in  large  areas  will  lessen,  tho  not 
much,  extremes  of  seasonal  variation  in  demands  for 
accommodation  upon  the  Federal  Reserve  Banks.  Then 
too,  the  task  of  the  Federal  Reserve  Board  in  supervis- 
ing and  coordinating  the  system  will  be  materially 
simplified,  if  the  minimum  rather  than  the  maximimi 
number  of  federal  districts  is  decided  upon. 

Within  sixty  days  after  the  passage  of  the  act,  in 
other  words  before  February  22,  1914,  national  banks 
are  required,  and  properly  qualified  state  banks  are 
invited,  to  signify  their  acceptance  of  the  terms  of  the 
act.  Within  thirty  days  after  the  reserve  districts  have 
been  designated,  each  national  bank  must  subscribe  to 
the  capital  of  the  Reserve  Bank  of  its  district  an  amount 
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equal  to  six  per  cent  of  its  capital  and  surplus.  One- 
sixth  of  this  subscription  is  to  be  paid  at  the  call  of  the 
Organization  Committee,  another  sixth  within  three 
months,  and  still  another  within  six  months  thereafter. 
The  remaining  half  of  the  subscription  may  be  called  at 
any  time  by  the  Federal  Reserve  Board.  All  these  pay- 
ments are  to  be  made  in  gold  or  in  gold  certificates.  It 
will  be  observed  that  the  exact  time  when  the  system 
will  be  established  is  imcertain.  The  Organization 
Committee  is  only  required  to  designate  the  reserve 
districts  as  soon  as  is  practicable;  thirty  days  is  then 
allowed  for  the  banks  to  subscribe;  and  payments  will 
begin  sometime  thereafter  at  the  call  of  the  Conmattee. 
It  would  hardly  seem  likely  that  payments  will  b^in 
to  be  called  before  April  or  May;  and  it  is  hardly  to  be 
expected  that  the  Federal  Reserve  Banks  wiU  be  ready 
for  business  before  mid-summer. 

After  the  minimum  capital  (four  million  dollars  for 
any  Federal  Reserve  Bank)  has  been  subscribed,  the 
certificate  of  organization  is  to  be  executed  by  any  five 
member  banks  designated  for  the  purpose  by  the  Organi- 
zation Conmattee.  The  final  duty  of  the  Committee 
will  be  to  supervise  all  arrangements  for  the  elec- 
tion of  the  six  of  the  nine  directors  of  each  Federal  Re- 
serve Bank,  who  are  to  be  chosen  by  the  member  banks. 
For  electoral  purposes  the  banks  of  each  district  are  to 
be  divided  into  three  groups  —  each  group  to  ''  contain 
as  nearly  as  may  be  one-third  of  the  aggregate  number 
of  the  member  banks  .  .  .  and  as  nearly  as  may  be 
banks  of  similar  capitalization."  While  the  number  of 
banks  in  each  group  will  be  the  same,  the  capitalization 
will  be  very  different.  All  the  banks  with  a  capitaliza- 
tion above  the  average  in  a  district  will  certainly  be  in 
one  group ;  those  of  somewhat  less  than  average  capital, 
in  the  second  group;  while  the  third  group  will  be  corn- 
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posed  of  banks  having  a  very  small  capitalization.  Under 
this  ingenious  arrangement,  it  is  evident  that  the  direct 
influence  of  the  banks  of  the  large  cities  in  selecting  the 
directorates  of  the  Federal  Reserve  Banks  is  limited. 
Local  alignements  are  also  avoided.  On  the  other  hand, 
this  is  not  a  grouping  to  which  the  banks  have  been 
accustomed  in  the  past,  and  therefore  there  is  some 
uncertainty  as  to  whether  at  the  outset  it  will  be  con- 
ducive to  the  selection  of  capable  directorates. 

Each  group  of  banks  is  to  choose  two  directors:  a 
Class  A  director,  who  is  to  be  an  active  banker  repre- 
senting the  stockholding  banks,  and  a  Class  6  director, 
who  must  be  actively  engaged  in  commerce,  agriculture, 
or  some  other  industrial  pursuit  in  his  district.  The 
board  of  directors  of  each  member  bank  is  to  elect  a 
district  reserve  elector.  Candidates  for  the  position 
of  director  of  a  federal  reserve  bank  may  be  nominated 
by  any  member  bank;  but  nomination  is  not  necessary. 
Electors  are  to  signify  their  first,  second,  and  other 
choices  for  one  director  in  each  class  on  a  preferential 
ballot. 

In  addition  to  the  six  directors  chosen  by  the  banks, 
three  directors  (Class  C)  are  to  be  appointed  by  the  Fed- 
eral Reserve  Board.  Two  of  these  must  be  persons  of 
''  tested  banking  experience,"  one  to  serve  as  chairman 
of  the  board  of  directors  and  district  reserve  agent,  the 
other  as  deputy  chairman  and  deputy  reserve  agent. 
These  reserve  agents  are  the  official  representatives  of 
the  Reserve  Board,  through  whom  it  will  exercise  its 
powers  of  supervision  and  control  over  the  Reserve 
Banks.  The  act  contains  no  provision  regarding  the 
officers  to  whom  the  operation  of  the  banks  will  be 
entrusted.  Presumably  each  board  of  directors  will 
appoint  one  of  its  members  (probably  one  of  the  Class  A 
directors)  as  president  and  manager.     The  term  of 
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office  of  all  directors  is  three  years^  but  at  the  outset 
they  are  to  be  classified  so  that  the  term  of  one  director 
of  each  of  the  three  classes  shall  expire  annually. 
The  appointment  of  Class  C  directors  will  be  the  first 
duty  of  the  Federal  Reserve  Board;  inasmuch  as  the 
organization  of  the  system  can  hardly  be  completed 
before  the  beginning  of  the  summer,  the  appointment 
of  this  board  could  be  deferred  until  that  time.  The 
selection  of  these  directors  for  each  of  the  eight  or  more 
Federal  Reserve  Banks  is,  however,  no  small  task  in 
itself;  and  since  public  confidence  in  the  new  system 
will  largely  be  based  at  the  outset  upon  the  character 
of  the  Federal  Reserve  Board,  its  early  selection  is 
much  to  be  desired. 

The  Federal  Reserve  Board  itself  is  to  consist  of 
seven  members;  the  Secretary  of  the  Treasury  and  the 
Comptroller  of  the  Currency  ex  officio^  and  five  members 
appointed  by  the  President  of  the  United  States  by  and 
with  the  consent  of  the  Senate.  Of  the  five  appointed 
members,  at  least  two  must  be  persons  experienced  in 
banking  or  finance.  Not  more  than  one  shall  be 
appointed  from  any  federal  reserve  district,  and  due 
regard  is  to  be  given  to  the  different  commercial,  indus- 
trial and  geographical  divisions  of  the  country.  The 
term  of  office  of  the  appointed  members  is  ten  years; 
but  those  first  selected  are  to  serve  one  for  two,  one  for 
four  years,  and  so  on,  so  that  the  term  of  office  of  one 
member  may  expire  every  two  years. 

Under  this  arrangement  a  majority  of  the  board,  in 
the  absence  of  death  and  resignation,  will  never  be 
reconstituted  at  any  one  time.  Each  President  will 
select  two  of  the  appointed  members :  one  in  the  second 
year  of  his  term  of  office,  and  one  in  the  fourth.  The 
Secretary  of  the  Treasury  will,  of  course,  be  a  new  mem- 
ber appointed  at  the  beginning  of  each  presidential 
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term.  The  term  of  office  of  the  Comptroller  of  the  Cur- 
rency is  for  five  years,  so  that  here  a  variable  element  is 
introduced.  It  may  happen  that  some  Presidents  will 
never  appoint  more  than  three  members  during  their 
term  of  office.  Generally,  however,  each  President  will 
appoint  four  members ;  but  the  last  appointment,  giving 
a  majority  on  the  board,  will  not  be  made  until  his  final 
year  of  office.  Lack  of  continuity  and  the  possibility  of 
a  political  board  were  much  greater  under  the  provisions 
for  selecting  the  Federal  Reserve  Board  which  were  in  the 
measure  at  various  stages  while  it  was  passing  through 
Congress.  The  arrangements  finally  adopted  would 
seem  to  make  it  reasonably  certain  that  the  Federal 
Reserve  Board  will  be  free  from  both  of  these  defects. 
Organization  of  the  system  will  be  complete  ^  with  the 
selection  of  the  members  of  the  Federal  Advisory  Coim- 
cil.  This  Council  is  to  consist  of  as  many  members  as 
there  are  Federal  Reserve  districts,  the  board  of  direc- 
tors of  each  Federal  Reserve  Bank  selecting  one  member. 
The  function  and  powers  of  the  Council  are  purely  con- 
sultative. It  is  to  meet  regularly  four  times  each  year 
at  Washington,  and  at  other  times  there  or  elsewhere 
if  deemed  necessary  by  the  Council  itself.  It  is  author- 
ized to  confer  directly  with  the  Federal  Reserve  Board, 
to  call  for  information,  and  make  oral  or  written  repre- 
sentations concerning  matters  within  the  jurisdiction  of 
the  Federal  Reserve  Board.  It  may  prove  to  be  an 
important  part  of  the  organization,  but  this  does  not 
seem  probable.  With  a  scattered  membership  and 
holding  regular  meetings  only  at  long  intervals,  it  is  not 
to  be  expected  that  the  Council  will  be  in  close  touch 
with  the  Federal  Reserve  Board,  or  in  a  position  to 

>  After  ih»  Reserve  Banks  have  been  in  operation  long  enough  to  be  ninnins 
moothly,  not  a  few  branches  will  doubtless  be  organised.  Branches  are  to  have 
boards  of  directors,  three  of  the  members  of  which  are  to  be  chosen  by  the  VedenX 
Reserve  Board,  and  four  by  the  directors  of  the  parent  Reserve  Bank.  Branches  are 
to  be  operated  under  rules  and  regulations  approved  by  the  Federal  Reserve  Board. 
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fonniilate  policies  and  urge  them  effectively.  From 
individual  members  of  the  Council,  the  Federal  Reserve 
Board  should  secure  valuable  information  regarding 
conditions  in  different  parts  of  the  country;  but  the 
work  of  the  Coimcil  itself  as  an  organized  body  seems 
likely  to  be  of  a  formal  and  perfunctory  nature.  The 
importance  of  the  Coimcil  would  doubtless  have  been 
measurably  increased  if  the  proposal  had  been  adopted 
that  its  chairman  shoidd  sit,  even  tho  without  a  vote, 
on  the  Federal  Reserve  Board. 

III.  CAPriAL,  Earnings,  Dbposfts  of  the 
Federal  Reserve  Banks 

Since  the  capital  stock  of  each  of  the  Federal  Reserve 
Banks  is  to  be  exactly  six  per  cent  of  the  capital  and 
surplus  of  the  member  banks  in  its  district,  it  will 
always  be  subject  to  slight  variations.  If  all  national 
banks  enter  the  system  at  the  outset,  the  total  sub- 
scribed capital  of  the  Federal  Reserve  Banks  will  be  a 
little  more  than  one  hundred  million  dollars.  Sub- 
scriptions may  i)erhaps  fall  somewhat  below  this 
amount,  since  with  the  exception  of  the  reserve  agent 
banks,  no  penalty  attaches  to  f ailiu'e  to  subscribe  until 
twelve  months  after  the  passage  of  the  act.  Few  state 
banking  institutions  will  enter  the  sjrstem  at  the  begin- 
ning. In  many  states  legislation  is  necessary  to  permit 
them  to  invest  in  the  stock  of  the  Federal  Reserve 
Banks,  and  to  enable  them  to  count  balances  with  the 
Federal  Reserve  Banks  as  a  part  of  their  required 
reserves.  It  is  to  be  presiuned  also,  that  such  institu- 
tions, since  they  can  enter  at  any  time,  will  wait  to  see 
whether  the  system  is  working  to  the  satisfaction  of 
neighboring  national  banks.^ 

1  State  banks  and  tnwt  oompanlea  are  eligible  for  membenihip,  if  they  hmf  a  taOr 
oient  capital  to  entitle  tham  to  beoome  national  banks  in  the  plaoes  where  they  an 
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There  will  always  be  wide  differences  between  the 
capital  and  other  resources  of  the  various  Federal 
Reserve  Banks.  Neither  the  capital  nor  the  resources 
of  existing  banks  can  be  made  the  basis  for  dividing  the 
country  into  Federal  Reserve  districts.  Geographical 
considerations  will  necessarily  require  the  creation  of  a 
number  of  districts  in  sparsely  settled  parts  of  the 
country,  in  which  banking  resources  are  comparatively 
small.  No  Federal  Reserve  Bank  may,  however,  be 
established  until  it  has  a  subscribed  capital  stock  of  at 
least  four  million  dollars.  It  would,  therefore,  seem 
to  follow  that  the  organization  committee  is  precluded 
from  forming  any  district  in  which  six  per  cent  of  the 
capital  and  surplus  of  the  national  and  state  banks  is  less 
than  this  minimum  amount.  There  are  indeed  provi- 
sions in  the  act  designed  to  meet  the  contingency  of 
failure  by  banks  to  subscribe  in  sufficient  nimibers  to 
provide  a  minimum  capital;  but  they  would  not  seem 
to  authorize  the  organization  committee  to  create 
districts  in  which  resort  to  these  provisions  would  be 
inevitable.* 

Whether  the  capital  of  the  Federal  Reserve  Banks 
is  large  or  small  is  a  matter  of  no  great  importance. 
Subscriptions  to  capital  provide  a  comparatively  small 
part  of  the  resources  of  banks.  The  capital  is  an  indi- 
cation that  those  conducting  a  bank  have  something  at 
stake,  and  is  also  a  margin  of  safety  against  loss  to 
depositors.  These  Federal  Reserve  Banks  are,  however, 
to  accept  deposits  from  banks  only,  and  are  ordinarily 
to   confine   their   dealings   to  the  banks.      In  these 

Mtuated.  On  beoomiiig  member  banks,  they  must  comply  with  the  provisions  of  the 
national  banking  law  regarding  reserves,  examinations  (tho  state  examinations  may  be 
aooepted),  and  various  other  general  provisions  of  the  national  banking  law. 

>  In  case  subseriptions  by  the  banks  of  a  district  are  inadequate,  stock  is  to  be  offered 
to  the  general  public;  and  if  the  response  of  the  public  is  inadequate,  the  stock  is  to  be 
taken  by  the  government  of  the  United  States.  Neither  privately  owned  nor  govern- 
meni  stock  is  entitled  to  voting  power. 
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circumstances,  there  is  practically  no  difference  between 
the  funds  which  the  Federal  Reserve  Banks  will  secure 
from  member  banks  in  payment  of  subscriptions  to 
capital  stock,  and  the  funds  which  will  be  deposited 
with  them  by  member  banks.  The  depositors  are  the 
stockholders  and,  therefore,  there  is  no  separate  interest 
to  be  protected  by  a  mai^n  of  safety. 

Shareholders  in  the  Reserve  Banks  are  entitled  to 
a  cumulative  dividend  of  six  per  cent.  A  limited  divi- 
dend IB  obviously  wise,  since  it  tends  to  eliminate  the 
profit-making  motive  in  the  management.  Whether 
all  the  Federal  Reserve  Banks  will  regularly  earn  the 
six  per  cent  dividend  is,  of  course,  not  certain;  but  it 
seems  highly  probable,  since  the  danger  of  serious  losses 
is  remote,  and  interest  will  presumably  not  be  paid  to 
the  member  banks  on  their  balances.  All  earning?  in 
excess  of  the  dividend  are  to  be  paid  to  the  government 
of  the  United  States  as  a  franchise  tax;  but  half  of  these 
surplus  earnings  are  to  be  paid  into  a  surplus  fxmd  until 
it  has  become  forty  per  cent  of  the  capital  stock.  What- 
ever is  received  by  the  government  from  the  Federal 
Reserve  Banks  is  to  be  used  at  the  discretion  of  the 
Secretary  of  the  Treasury,  either  to  increase  the  gold 
reserve  against  United  States  notes  or  for  the  reduction 
of  the  interest-bearing  debt. 

The  Federal  Reserve  Banks  wiU  doubtless  secure 
very  large  resources  through  the  deposit  with  them  of 
the  moneys  held  in  the  general  f\md  of  the  Treasury  of 
the  United  States,  altho  no  power  over  the  disposition 
which  shall  be  made  of  these  funds  is  granted  either  to 
the  Federal  Reserve  Banks  or  to  the  Federal  Reserve 
Board.  Entire  discretion  remains  with  the  Secretary 
of  the  Treasury.  He  may  continue  the  independent 
treasury  system  without  change;  he  may  continue  to 
deposit  funds  with  member  banks,  just  as  hitherto  he 
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has  placed  deposits  with  national  banks;  and  finally  he 
may  deposit  with  any  or  all  of  the  Federal  Reserve 
Banks,  using  them  as  government  fiscal  agencies.  The 
responsibility  of  the  Secretary  of  the  Treasury  is  in  no 
way  changed.  Almost  certainly  in  practice,  however, 
the  bulk  of  the  free  fimds  of  the  government  will  be 
placed  with  the  Federal  Reserve  Banks,  and  doubtless 
the  opinion  of  the  Federal  Reserve  Board  will  deter- 
mine the  distribution  of  these  funds  between  the  vari- 
ous banks. 

The  lion's  share  of  the  cash  resources  of  the  Federal 
Reserve  Banks  will  come  from  the  reserves  and  work- 
ing balances  deposited  with  them  by  member  banks. 
Under  the  terms  of  the  act,  part  of  the  required  reserves 
of  member  banks  must  be  placed  with  Federal  Reserve 
Banks.  This  is  a  novelty  in  central  banking  legislation, 
but  is  based  upon  sound  principle,  and  is  especially  to  be 
commended  for  this  country  where,  on  account  of  the 
absence  of  branch  banking,  the  number  of  banks  to  be 
served  by  the  regional  banks  will  be  very  great.  It 
makes  certain  some  increase  in  the  resources  of  the 
Federal  Reserve  Banks,  along  with  the  expansion  of 
the  credit  liabilities  of  the  member  banks.  It  also 
lessens  somewhat  the  danger  of  unnecessary  with- 
drawals of  funds  from  the  Reserve  Banks  in  emergencies. 

Reserve  requirements  of  the  national  banking  law 
are  radically  changed.  In  addition  to  the  requirement 
that  a  part  of  the  reserve  of  the  banks  be  kept  with  the 
Federal  Reserve  Banks,  the  reserve  ratio  is  reduced  for 
all  classes  of  banks;  the  practice  of  keeping  a  part  of 
the  reserve  of  country  and  reserve  city  banks  with 
reserve  agents  is  to  be  discontinued;  and  a  distinction 
for  reserve  purposes  is  made  between  time  and  demand 
deposits.  Some  of  these  changes  become  effective  as 
soon  as  the  new  system  is  established;  others  are  to  be 
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made  in  a  succession  of  steps  and  completed  three 
years  after  the  passage  of  the  act. 

Time  deposits  are  to  comprise  deposits  payable  after 
thirty  days,  and  are  to  include  certificates  of  deposit 
•  and  savings  accoimts  subject  to  thirty  days'  notice. 
A  reserve  of  five  per  cent  is  required  against  these 
deposits,  and  no  distinction  is  made  between  country 
and  city  banks.  This  low  reserve  requirement  will 
certainly  lead  the  banks  to  encourage  the  conversion 
of  demand  obligations  into  time  obligations.  A  rela- 
tively large  part  of  the  deposits  of  banks  in  most 
European  countries  is  payable  at  notice.  It  is  ob- 
viously an  arrangement  which  shields  the  banks  some- 
what from  the  effects  of  sudden  waves  of  distrust. 

Against  demand  deposits  the  ratio  of  reserves  is  also 
1  to  hk  reduced  at  once;  but  the  existing  classification  of 
/yj  banks  is  to  be  retained.  The  required  ratio  for  country 
banks  is  reduced  from  fifteen  to  twelve  per  cent,  for 
reserve  city  banks,  from  twenty-five  to  fifteen  per  cent, 
and  for  central  reserve  city  banks  from  twenty-five  to 
eighteen  per  cent.  A  provision  in  the  bill  excluding 
from  reserves  the  five  per  cent  fund  held  in  Washington 
against  outstanding  circulation  is  a  slight  offset  to  this 
reduction  in  reserve  ratios. 

As  regards  the  banks  in  central  reserve  cities,  the 
initial  arrangement  regarding  the  disposition  to  be  made 
of  their  reserve  is  also  the  final  arrangement.  They 
must  hold  6/18  of  their  reserve  in  vault,  7/18  in  their 
Federal  Reserve  Bank,  and  the  remaining  5/18  either 
in  vault  or  with  their  Federal  Reserve  Bank.  Other 
banks  are  allowed  a  period  of  transition.  Reserve  city 
banks  for  three  years  must  hold  6/15  of  their  reserve  in 
vault,  thereafter  5/15;  for  twelve  months  they  must 
keep  with  their  Federal  Reserve  Bank  3/15,  adding  an 
additional  1/15  every  six  months;  so  that  at  the  end  of 
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two  years  they  will  have  a  deposit  of  6/15.  During  the 
three  year  period  the  remainder  of  the  reserve  may  be 
deposited  with  reserve  agent  banks  in  a  central  reserve 
city,  or  by  what  would  seem  to  be  an  inadvertent  ex- 
tension of  existing  practice  with  those  in  reserve  cities; 
but  thereafter  it  must  be  either  in  vault  or  with  a  Fed- 
eral Reserve  Bank.  Country  banks  must  hold  in  vault 
5/12  of  their  reserve  for  three  years,  thereafter  4/12; 
for  twelve  months  must  deposit  with  their  Federal 
Reserve  Bank  2/12,  and  an  additional  1/12  every  six 
months  imtil  5/12  are  deposited  at  the  end  of  two  years. 
The  remainder  of  the  reserve  may  be  kept  for  three 
years  with  reserve  agent  banks,  but  at  the  end  of  that 
period  must  be  either  in  vault  or  in  a  Federal  Reserve 
Bank. 

Whether  these  changes  in  reserves,  together  with 
pajnoients  by  the  banks  of  subscriptions  to  the  capital 
stock  of  the  Reserve  Banks,  will  make  necessary  any 
considerable  amount  of  loan  contraction,  cannot  be 
precisely  determined.  If  niunbers  of  state  banking 
institutions  enter  the  system  at  the  beginning,  some 
strain  may  be  occasioned,  since,  altho  these  require- 
ments are  less  than  those  to  which  the  national  banks 
have  been  subject,  they  exceed  those  imposed  upon 
banks  by  the  law  of  many  of  the  states.  In  order  to 
enable  the  banks  to  avoid  contraction,  the  act  contains 
a  provision  under  which  one-half  of  each  instalment  of 
reserve  to  be  placed  in  reserve  banks  may  be  received 
in  the  form  of  the  kinds  of  commercial  bills  of  exchange 
which  the  reserve  banks  may  purchase  in  the  open 
market.  It  is,  however,  most  unlikely  that  the  banks 
will  be  able  to  make  much  use  of  this  arrangement, 
because  of  the  scanty  amount  of  such  paper  available.^ 

1  See  p.  M7  bdow. 
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IV.  Clearing  Functions  of  the  Federal 
Reserve  Banks 

It  is  highly  probable  that  deposits  with  the  Federal 
Reserve  Banks  will  considerably  exceed  the  amount  of 
reserves  which  member  banks  must  place  with  them. 
Each  Reserve  Bank  is  required  to  receive  at  par  from 
member  banks  checks  and  drafts  drawn  on  any  other 
member  bank  in  its  own  district.  The  Reserve  Banks 
are  almost  certain  to  become  the  regular  channel 
through  which  the  banks  in  any  district  will  collect 
checks  drawn  on  member  banks  situated  in  other  places 
within  the  same  district.^  The  Reserve  Banks  will 
presumably  organize  arrangements  similar  to  those 
which  a  few  clearing  houses^  notably  those  in  Boston 
and  in  Kansas  City,  have  devised  for  handling  country 
checks.  Much  time,  very  likely  years,  will  be  required 
to  work  out  the  details  of  this  system  of  collections  in 
all  of  the  Federal  districts.  Many  branches  will  be 
needed,  especially  in  the  districts  of  large  area.  Much 
persuasion  and  perhaps  some  pressure  will  be  necessary 
to  induce  the  banks  everywhere  to  give  up  present 
methods  of  conducting  this  business.  In  one  respect, 
the  system  will  be  a  vast  improvement  over  even  the 
best  of  the  arrangements  which  have  been  set  up  by 
clearing  houses:  settlements  between  the  banks  will  be  . 
made  by  transfers  on  the  books  of  the  Federal  Reserve 
Banks,  greatly  economizing  the  use  of  cash.  The 
banks  will  certainly  find  that  deposit  credits  rather 
than  money  or  notes  will  be  serviceable  for  most  of  the 

1  After  iha  city  banks  loee  the  reeerve  balanoM  of  country  banks,  it  is  doubtful 
whether  they  can  with  profit  to  themselves  continue  present  collection  arrangements. 
The  ooUeotion  of  time  items,  and  demand  items  on  banks  whioh  do  not  enter  the  system, 
will  require  the  continuance  of  many  correspondent  lelationshipe  between  banks. 
Possibly  more  of  this  business  may  be  condueted  on  a  commisBion  basis  in  futurs. 
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requirements  which  will  cause  them  to  resort  to  the 
Reserve  Banks  for  accommodation. 

Similar  arrangements  may  be  made  through  the 
Federal  Reserve  Banks  for  collecting  checks  drawn 
on  a  member  bank  in  one  district  and  deposited  with 
a  member  bank  in  another  district,  but  the  act  does  not 
seem  to  make  this  obligatory.  A  Reserve  Bank  must 
receive  at  par  checks  and  drafts  drawn  on  member 
banks  in  its  own  district  if  they  are  deposited  with  it  by 
other  Reserve  Banks;  but  the  Reserve  Banks  are  not 
required  to  perform  this  service  for  member  banks. 
This  is  a  matter  which  is  left  to  the  discretion  of  the 
Federal  Reserve  Board,  which  is  also  empowered  to 
clear  balances  for  or  to  delegate  this  fimction  to  the 
Reserve  Banks.  The  charges  which  may  be  imposed  by 
the  Reserve  Banks  in  connection  with  the  transfer  of 
funds  and  for  collections  are  also  to  be  determined  by  the 
Federal  Board.  Presimaably  it  will  be  many  years 
before  the  Reserve  Banks  will  be  in  a  position  to  under- 
take the  gigantic  task  of  collecting  all  checks  wherever 
deposited  throughout  the  entire  country. 

A  far-reaching  change  in  the  methods  of  making 
pajnoients  between  different  parts  of  the  coimtry  is 
certain  to  be  made  ahnost  as  soon  as  the  new  system  is 
established.  Checks  and  drafts  drawn  by  member 
banks  on  their  own  Reserve  Bank  must  be  received  at 
par  by  all  other  Reserve  Banks.  Consequently  every 
city  in  which  there  is  a  Reserve  Bank  will  become  a  par 
point  for  the  entire  coimtry.  In  the  past,  New  York 
exchange  has  been  superior  to  exchange  on  any  other 
city  as  a  mediimi  for  making  remittances  between 
different  parts  of  the  coimtry.  In  future  exchange  on 
any  city  which  has  a  Reserve  Bank  and  doubtless  also 
on  those  having  a  branch  of  a  Reserve  Bank  will  be 
equally  good.     Some  of  the  probable  consequences  of 
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this  important  change  may  be  indicated.  Loans  by 
banks  in  one  section  to  firms  or  banks  in  other  sections 
of  the  country  will  be  greatly  facilitated.  A  slight 
advance  in  the  rate  of  discount  by  one  Reserve  Bank 
above  that  of  another  may  be  expected  to  relieve  it 
from  strain,  because  funds  of  outside  banks  will  readily 
flow  into  its  territory.  The  practice  of  making  com- 
mercial paper  payable  in  New  York  will  lose  some  of 
its  present  advantages;  consequently,  the  direct  strain 
on  New  York  will  be  less  considerable  than  it  has  been 
in  the  past.  Finally,  it  will  make  comparatively  little 
difference  to  any  member  bank  whether  it  belongs  to  a 
district  containing  the  cities  to  which  the  business  of  its 
depositors  makes  constant  remittances  necessary. 

Each  of  these  various  clearing  arrangements  to  be 
undertaken  by  the  Reserve  Banks  will  obviously  make 
necessary  the  maintenance  of  free  working  balances  by 
member  banks  with  their  Reserve  Banks.  Resexve 
balances  may  indeed  be  used.  Quite  properly  the  act 
contains  a  specific  provision  authori2ing  the  use  of 
reserve  balances;  but  doubtless  only  their  exceptional 
use  will  be  allowed.  For  exchange  purposes  in  the  past, 
banks  have  been  obliged  to  maintain  large  free  balances 
scattered  about  among  banks  in  many  different  places. 
By  concentrating  much  of  this  business  with  the  Reserve 
Banks,  the  average  amount  of  free  balances  which  the 
banks  will  require  will  be  materially  reduced.  Herein, 
quite  as  much  as  in  lower  reserve  requirements,  the 
banks  will  find  that  the  new  legislation  makes  possible  a 
more  economical  use  of  their  resources. 
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V.  Federal  Reserve  Notes  and  National 
Bank  Notes 

The  power  to  issue  notes  is  a  useful  but  not  indis- 
pensable resource  for  institutions  having  the  respon- 
sibilities which  are  placed  upon  the  Federal  Reserve 
Banks.  The  issue  of  notes  by  a  central  bank  enables  it 
to  supply  domestic  requirements  for  currency  without 
reducing  its  holdings  of  reserve  money.  In  the  absence 
of  the  right  of  issue,  it  would  only  be  necessary  to  accu- 
mulate in  ordinary  times  a  somewhat  greater  amount  of 
reserve  money,  to  provide  for  seasonal  and  emergency 
needs.  General  public  confidence  in  the  Federal  Re- 
serve Banks  would,  however,  be  far  less  secure  if  they 
were  not  empowered  to  issue  notes.  This  is  because  of 
the  exaggerated  importance  ahnost  universally  attached 
to  the  right  of  note  issue,  even  in  countries  in  which  the 
check  has  become  a  universal  medium  of  pajnoient. 

The  particular  provisions  in  the  act  regarding  the 
issue  of  notes  are  extremely  complicated,  and  are  in 
some  respects  quite  without  precedent.  The  notes 
for  which  provision  was  made  in  the  bill  of  the  Mone- 
tary Commission  were  to  be  bank  notes  pure  and 
simple,  subject  to  a  variety  of  restrictions  designed  to 
keep  the  total  amount  issued  within  safe  limits.  The 
notes  which  are  to  be  issued  under  the  provisions  of  the 
act  are  certainly  quite  as  well  safeguarded  in  this  respect. 
In  addition,  the  notes  are  made  obligations  of  the  gov- 
ernment of  the  United  States,  which  also  undertakes 
to  redeem  them  at  Washington.  The  obligation  of 
the  government  is  in  addition  to  and  does  not  take  the 
place  of  any  banking  safeguard.  It  is  designed  to 
meet  the  desires  of  the  very  large  number  of  people 
throughout  the  country  who  believe  that  the  issue  of 
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money  is  a  government  fmiction.  To  many  bankers 
and  others  familiar  with  our  past  financisd  history, 
this  provision  in  the  bill  was  most  distasteful.  Their 
opposition,  tho  natural,  was,  however,  neither  very 
practical  nor  reasonable.  It  was  based  very  largely 
upon  the  fear  that  the  government  obligation  on  the 
notes  would  prove  an  entering  wedge  for  an  issue  of  fiat 
money  at  some  future  tune.  But  paper  money  cannot 
be  issued  under  the  terms  of  the  act  for  the  purpose  of 
meeting  government  expenditures.  Additional  l^iisla- 
tion  would  be  necessary,  and  the  possibility  of  such 
legislation  is  not  appreciably  increased  by  makmg  the 
notes  which  are  to  be  issued  by  the  Reserve  Banks  an 
obligation  of  the  government.  On  the  other  hand, 
this  provision  won  many  friends  for  this  important 
piece  of  banking  legislation;  it  allayed  opposition 
which  would  always  have  been  a  serious  menace  to  the 
permanence  of  the  new  system. 

The  quantity  of  the  new  notes  which  may  be  issued 
is  wholly  within  the  control  of  the  Federal  Reserve 
Board;  but  the  initiative  in  taking  out  circulation  rests 
entirely  with  the  boards  of  directors  of  the  Reserve 
Banks.  Applications  for  notes  may  be  made  at  any 
time  by  a  Reserve  Bank  to  its  district  reserve  agent, 
the  member  of  its  board  of  directors  who  is  the  medium 
of  conmiunication  between  the  bank  and  the  Board. 
Rediscounted  commercial  loans  equal  in  amount  to 
the  notes  applied  for  must  be  deposited  with  the  agent, 
and  a  reserve  in  gold  of  forty  per  cent  must  be  main- 
tained. (A  reserve  of  thirty-five  per  cent  in  gold  or 
lawful  money  is  required  against  deposits.)  The 
Board  may  grant  in  whole  or  in  part,  or  reject  entirely, 
applications  for  notes,  and  may  also  impose  such  inter- 
est charge  upon  the  notes  as  it  may  deem  advisable. 
The  notes  are  to  be  a  prior  lien  on  the  assets  of  the  issu- 
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ing  banks,  and  there  is,  therefore,  no  possibility  of  loss 
to  note  holders,  nor  any  to  the  government  on  account 
of  the  obligation  which  it  assumes. 

Such  part  of  the  forty  per  cent  gold  reserve  against 
the  notes  as  may  be  deemed  advisable  by  the  Secretary 
of  the  Treasury,  but  in  no  case  less  than  five  per  cent, 
must  be  deposited  in  the  Treasury  of  the  United  States 
for  the  redemption  of  the  notes  in  Washington.  Each 
Reserve  Bank  is  required  to  redeem  not  only  its  own 
notes  but  also  those  of  the  other  Reserve  Banks  either 
in  gold  or  in  lawful  money;  redemption  in  Washington 
is  in  gold  alone.  In  practice  it  is  certain  that  Reserve. 
Banks  will  redeem  the  notes  in  gold  over  the  counter; 
and  it  is  also  certain  that  slight  use  will  be  made  of  the 
redemption  machinery  at  Washington.  Member  banks 
will  certainly  deposit  the  notes  with  their  own  Reserve 
Banks,  which  are  required  to  accept  the  notes  of  other 
banks  at  par.  The  Reserve  Banks,  in  turn,  are  required 
under  the  law  to  return  for  redemption  the  notes  issued 
by  other  Reserve  Banks.  Redemption  at  Washington 
has  apparently  been  provided  because  national  bank 
notes  are  redeemed  there  in  large  volume  every  year;  a 
result  of  the  circumstance  that  the  present  number  of 
issuing  banks  is  so  large  as  to  make  coimter  redemption 
much  more  costly. 

Various  provisions  in  the  act  are  evidently  designed 
to  keep  the  issue  of  notes  within  safe  limits;  but  not 
much  reliance  should  be  placed  upon  them.  Reserve 
Banks  may  not,  under  penalty  of  a  prohibitive  tax  of 
ten  per  cent,  pay  out  the  notes  of  other  Reserve  Banks. 
If  these  banks,  like  the  Scotch  banks,  were  working  in 
the  same  territory,  regular  redemption  would  check 
over-issue  on  the  part  of  any  one  of  them.  But  under 
a  system  of  regional  banks,  each  with  its  own  territory, 
there  will  be  only  a  very  irregular  relation  between  the 
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amount  of  notes  put  out  by  any  one  and  the  amount 
which  will  be  received  by  the  others.  Moreover,  it 
should  be  borne  in  mind  that  regular  redemption  is  no 
check  whatever  upon  general  expansion,  either  in  the 
form  of  notes  or  of  deposits,  when  all  banks  are  expand- 
ing credit  at  the  same  time. 

Not  much  effect  also  in  checking  over-issue  is  to  be 
looked  for  from  those  provisions  in  the  act  which 
require  a  forty  per  cent  reserve  jn  gold  and  impose  a 
graduated  tax  upon  reserve  deficiencies.  A  consider- 
able part  of  the  total  reserves  of  the  Reserve  Banks  is 
certain  to  be  in  gold;  and  deposit  liabilities  are  certain 
to  be  vastly  greater  than  those  for  notes  in  circulation. 
The  circmnstances  are  hardly  conceivable  in  which  a 
Reserve  Bank  would  not  have  an  amount  of  gold  in  its 
entire  reserve  ample  to  provide  a  gold  reserve  for  such 
notes  as  it  might  issue.  The  special  tax  on  note  re- 
serve deficiency  can  therefore  be  readily  evaded  by 
shifting  the  deficiency  to  the  reserve  against  deposits. 
Deficient  reserves  are  only  allowed  when  reserve  require- 
ments are  suspended  by  the  Federal  Reserve  Board. 
The  Board  is  to  impose  a  graduated  tax  on  all  deficien- 
cies except  in  the  note  reserve.  On  note  reserve  de- 
ficiencies, the  tax  imposed  in  the  law  is  to  be  added 
to  the  rate  of  discount  of  the  reserve  banks.  The 
arrangement  would  seem  to  be  a  most  unworkable  one, 
since  there  is  no  means  of  knowing  to  what  extent  a 
borrowing  bank  will  have  occasion  to  use  the  proceeds 
of  its  loan  in  the  form  of  notes.  Fortunately  this  pro- 
vision of  the  act  is  never  likely  to  become  operative. 

After  all,  for  proper  use  of  the  right  of  issue  under  the 
act  the  main  reliance  must  and  should  be  on  wise  and 
experienced  management  for  the  Reserve  Banks,  and 
above  all  on  a  conservative  Federal  Reserve  Board. 
Restrictions  which  would  make  over-issue  impossible 
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would  also  deprive  the  right  of  issue  of  all  usefulness  as 
a  means  of  extending  credit.  Moreover,  the  danger 
of  the  over-expansion  of  credit  in  the  form  of  deposits 
is  vastly  greater  than  it  is  in  the  form  of  bank  notes  in 
any  country  in  which  deposit  credits  have  become  the 
more  important  credit  medium. 

One  of  the  most  perplexing  questions  that  presented 
itself  in  framing  the  act  was  the  disposition  to  be  made 
of  the  national  bank  notes  and  the  two  per  cent  govern- 
ment bonds  which  secure  very  nearly  all  of  them. 
When  the  measure  reached  the  Senate,  it  contained 
provisions  which  contemplated  the  gradual  substitution 
of  Federal  Reserve  notes  for  the  national  bank  notes. 
But  when  it  was  pointed  out  that  this  would  require 
the  Reserve  Banks  regularly  to  rediscount  at  least 
seven  hundred  million  dollars  of  commercial  paper,  in 
order  to  support  the  existing  volume  of  ciurency,  it  was 
felt  that  some  other  arrangement  must  be  made.  A 
plan  to  unify  all  the  varieties  of  paper  money  now  in 
circulation,  with  the  exception  of  the  silver  certificate, 
by  the  issue  of  an  equal  amount  of  United  States  notes, 
backed  by  an  ample  gold  reserve,  found  influential 
support;  but  it  was  wisely  decided  to  present  this  in  a 
separate  measure.  The  particular  provisions  regard- 
ing the  national  bank  notes  and  the  bonds  contained  in 
the  act  should  be  regarded,  therefore,  as  a  temporary 
arrangement  pending  future  legislation. 

In  order  to  avoid  the  contraction  of  the  currency 
which  would  follow  the  refusal  of  many  national  banks 
to  enter  the  system,  each  Reserve  Bank  is  authori2ed 
to  purchase  bonds  and  take  out  circulation  similar  in  all 
respects  to  the  notes  issued  by  the  national  banks.  After 
the  end  of  a  period  erf  two  years,  additional  bonds  may 
be  purchased,  but  otAy  from  member  banks,  and  at  the 
discretion  of  the  Federal  Reserve  Board.      Member 
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banks  desiring  to  retire  circulation  and  dispose  of  their 
bonds,  may  make  application  to  the  Board,  which  may 
require  the  Reserve  Banks  to  purchase  them.  No 
more  than  twenty-five  million  dollars  of  bonds  may  be 
purchased  in  any  one  year,  and  the  amount  purchased 
is  to  be  distributed  among  the  various  Reserve  Banks 
in  proportion  to  their  capital  stock.  Bonds  thus  pur- 
chased may  be  used  as  a  basis  for  additional  national 
bank  notes  by  the  Reserve  Banks,  or  they  may  be  con- 
verted into  three  per  cent  government  obligations,  — 
one-half  into  thirty-year  three  per  cent  bonds,  and  one- 
half  into  one-year  three  per  cent  notes  both  issues 
without  the  circulation  privilege.  In  taking  the  one- 
year  notes,  a  Reserve  Bank  enters  into  an  obligation  to 
purchase  an  equal  amount  at  each  successive  maturity 
for  thirty  years.  The  purpose  of  the  notes  is  to  pro- 
vide the  Reserve  Banks  with  a  readily  marketable 
asset,  the  sale  of  which  abroad  may  prove  serviceable 
in  periods  of  strain,  and  the  domestic  sale  of  which  will 
enable  the  Reserve  Banks  to  make  their  discount  rates 
effective  in  the  money  market.  Government  short- 
term  obligations  are  used  for  these  purposes  by  many 
of  the  European  central  banks. 

The  existing  volume  of  national  bank  notes  will  not 
be  reduced  under  the  terms  of  the  act,  except  in  so  far 
as  the  Reserve  Banks  convert  two  per  cent  bonds  into 
three  per  cent  bonds  or  notes.  There  may  even  be 
some  slight  increase  in  the  total  of  national  bank  notes 
in  circulation,  since  banks  may  use  for  this  purpose  the 
small  quantity  of  bonds  not  already  absorbed  in  this 
way.  Little  concern,  however,  need  be  felt  because 
the  national  bank  notes  are  not  to  be  retired.  Present 
requirements  for  money  to  be  used  outside  the  banks 
are  sufficient  to  absorb  all  the  notes  at  present;  and 
with  the  growth  in  population  a  somewhat  greater 
quantity  could  be  absorbed  in  future. 
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VI.  Lending  Operations  op  the  Federal 
Reserve  Banks 

The  normal  lending  operations  of  the  Federal  Reserve 
Banks  are  limited  to  the  rediscoimting  for  member 
banks  of  commercial  loans  matming  within  ninety 
days.  Commercial  loans  are  generally  defined  in  the 
set  as  ''  notes,  drafts  and  bills  of  exchange  arising 
out  of  actual  commercial  transactions;  that  is,  notes, 
drafts  and  bills  of  exchange  issued  or  drawn  for  agri- 
cultural, industrial  or  commercial  purposes,  or  the 
proceeds  of  which  have  been  used  or  are  to  be  used 
for  such  purposes.''  The  Federal  Reserve  Board  is 
authorized  to  define  more  precisely  the  nature  and 
character  of  eligible  paper.  To  make  assurance  doubly 
sure,  the  rediscount  of  loans  secured  by  stocks  and 
bonds  is  specifically  prohibited.  The  act  also  pro- 
vides that  six  months'  maturities  of  paper  drawn  and 
used  for  agricultural  purposes  or  based  on  live  stock 
may  be  rediscounted. 

In  confining  rediscounts  to  commercial  loans,  the 
act  is  more  stringent  than  that  governing  the  operations 
of  central  banks  in  Europe.  In  practice,  however,  the 
bulk  of  the  loans  of  these  institutions  are  in  connection 
with  commercial  transactions.  While  this  restriction 
may  in  some  particular  emergency  hamper  the  Reserve 
Banks  in  giving  assistance  to  some  threatened  bank, 
it  is  upon  the  whole  amply  justifiable.  Under  our 
banking  system  in  the  past  the  collateral  loan  has 
enjoyed  a  prestige  which  it  is  hoped  will  be  transferred 
to  commercial  loans.  Exclusion  of  collateral  loans 
from  rediscount  will  certainly  contribute  much  to  bring 
this  about.  The  restriction  also  gives  the  public  greater 
confidence  that  the  resources  of  the  Reserve  Banks  will 
be  generally  available  throughout  the  entire  country. 
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One  of  the  reasons  which  has  been  advanced  for  con- 
fining rediscounts  to  commercial  loans  is  based  upon 
certain  misconceptions  of  the  true  nature  of  commer- 
cial paper,  —  misconceptions  which,  if  adopted  by  the 
management  of  the  Reserve  Banks  in  formulating  their 
policy,  may  have  disastrous  consequences.  It  has  been 
contended  on  all  sides  during  the  last  few  years  that 
commercial  paper  was  from  its  very  nature  liquid;  and 
further,  that  credit  could  therefore  safely  be  granted  to 
an  extent  limited  only  by  the  amount  of  such  paper. 
Both  of  these  contentions  are  hopelessly  fallacious. 
In  an  emergency,  no  kind  of  loan  is  liquid  to  any  con- 
siderable extent.  Business  cannot  suddenly  be  de- 
prived of  the  amoimt  of  credit  to  which  it  has  become 
adjusted.  It  is,  indeed,  often  said  that  loans  based 
upon  any  commodity  entering  into  general  consump- 
tion can  be  quickly  liquidated.  This  can  be  done  as 
regards  any  particular  loan;  but  supplies  for  the  imme- 
diate and  distant  future  must  be  in  process  of  production 
and  they  will  require  a  new  batch  of  loans.  The  view 
that  credit  can  be  safely  granted  to  the  full  extent  of 
merchandise  in  process  of  distribution  and  even  in 
process  of  manufacture,  is  equally  fallacious.  Credit 
affects  price.  Liberal  discounts  may  cause  speculative 
advances  in  commodity  prices,  stimulating  excessive 
prices  by  wholesalers,  jobbers,  and  retailers,  as  well  as 
by  speculative  holders  pure  and  simple.  There  is  no 
mechanical  or  statistical  test  for  the  amount  of  credit 
which  may  be  safely  granted,  whether  the  loans  be 
conmiercial  or  collateral.  Over-expansion  is  possible 
by  both  operations. 

Commercial  loans  will  become  the  most  liquid  asset 
that  member  banks  can  hold,  simply  because  they  can 
be  rediscounted  with  the  Reserve  Banks.  A  smaller 
amount  of  bank  f imds  will  be  employed  in  the  call  loan 
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market.  But  whatever  amount  remains  available  for 
that  use  will  be  subject  to  far  less  seasonal  fluctuation 
both  in  volume  and  in  rates.  The  retention  of  fixed 
reserve  ratios,  even  tho  they  may  be  suspended  by  the 
Federal  Reserve  Board,  will  probably  lead  many  city 
banks  to  use  the  call  loan  market  to  a  moderate  extent, 
since  it  will  enable  them  to  avoid  the  necessity  of  resort- 
ing to  the  Reserve  Banks  for  rediscoimts  whenever 
reserves  momentarily  drop  below  legal  requirements. 
A  somewhat  larger  proportion  of  time  loans  will  doubt- 
less be  used  in  connection  with  stock  exchange  dealings; 
but  the  available  supply  of  call  money  will  presumably 
be  sufficient  to  permit  the  continuance  of  the  present 
American  practice  of  daily  delivery  of  securities. 

At  the  outset,  on  account  of  the  widespread  prejudice 
among  bankers  against  rediscounting,  the  demand  for 
accommodation  from  the  Reserve  Banks  may  not  be 
large;  but  this  prejudice  will  surely  die  away  in  time, 
and  most  if  not  all  of  the  Reserve  Banks  will  suffer 
from  no  lack  of  regular  business,  except  in  periods  of 
business  depression.  Member  banks  in  those  parts  of 
the  country  in  which  the  supply  of  credit  is  inadequate 
for  local  requirements  will  lend  more  closely,  while 
banks  which  regularly  have  more  funds  than  can  be 
thus  employed  will  purchase  more  commercial  paper 
from  note  brokers  and  perhaps  rediscount  for  banks 
in  those  parts  of  the  country  in  which  rates  are  normally 
high. 

Aside  from  the  government  account,  member  banks 
are  to  provide  the  funds  for  the  reserve  banking 
system.  Competition  with  member  banks  would 
therefore  and  justly  occasion  serious  dissatisfaction. 
Managed  by  boards  of  directors  a  majority  of  the 
membership  of  which  is  to  be  selected  by  the  mem- 
ber banks,  there  would  seem  to  be  little  danger  of 
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serious  competition  from  the  Reserve  Banks.  Never- 
theless the  act  places  such  restrictions  upon  dealings 
by  the  Reserve  Banks  with  the  general  public  that 
little  or  no  competition  will  be  possible. 

The  Reserve  Banks  are  permitted  to  engage  in  three 
kinds  of  open  market  operations :  (1)  dealings  in  Govern- 
ment sectuities,  and  also  in  obligations  of  the  states  and 
local  bodies,  maturing  within  six  months  and  issued  in 
anticipation  of  taxes;  (2)  dealings  in  foreign  exchange; 
and  (3)  dealings  in  domestic  bills  of  exchange. 

The  purchase  and  sale  of  government  bonds  and 
notes  and  state  and  local  short-term  obligations 
require  no  detailed  consideration.  In  periods  of 
inactive  demand  for  rediscounts,  investments  of  this 
kind  will  doubtless  be  made  by  the  Reserve  Banks  in 
order  to  employ  surplus  fimds. 

The  right  to  engage  in  foreign  exchange  dealings  will 
also  be  similarly  useful,  surplus  funds  being  invested  in 
foreign  bills.  Moreover,  if  any  of  the  Reserve  Banks 
find  that  their  resources  are  regularly  in  excess  of 
domestic  requirements,  they  may  be  used  to  facilitate 
the  financing  of  the  foreign  trade  of  the  country  with 
domestic  capital.  It  is  also  very  generally  believed  that 
the  power  to  engage  in  foreign  exchange  operations 
may  be  so  used  that  it  will  be  possible  to  rely  upon 
securing  abundant  foreign  funds  in  periods  of  financial 
strain.  This  is  most  imlikely.  It  is  entirely  possible 
for  a  small  country  to  rely  upon  holdings  of  foreign 
bills  as  a  means  of  influencing  the  foreign  exchanges, 
and  even  for  such  supplies  of  gold  as  may  be  needed 
on  occasions  when  confidence  is  threatened.  But  the 
banks  of  a  large  country  must  rely  mainly  upon  do- 
mestic resomxses,  since  the  amount  of  cash  and  credit 
needed  in  an  emergency  is  too  great  to  be  secured 
from  foreign  money  markets.     It  should  be  the  policy 
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of  the  Reserve  Banks  to  maintain  themselves  in  a 
condition  of  such  abmidant  strength  as  to  be  wholly 
independent  of  foreign  assistance.  Moreover  if  they 
maintain  strong  reserves  in  ordinary  times,  they  will 
not  be  disturbed  on  account  of  gold  exports.  Gold 
exports  amounting  to  fifty,  or  even  a  hundred  million 
dollars  should  not  be  made  the  occasion  for  obstruc- 
tive measures  such  as  are  adopted  by  many  of  the 
European  central  banks.  Measm^s  of  this  kind  are 
generally  an  indication  that  the  credit  structure  rests 
upon  an  inadequate  foundation.  New  York  has  been 
a  free  gold  market  in  the  past,  and  even  under  our 
imperfect  banking  system,  there  has  always  been  a 
sufficient  amount  of  gold  for  every  banking  purpose. 
Moreover,  restrictions  placed  upon  gold  movements 
can  have  but  temporary  effects;  in  the  long  run  the 
distribution  of  gold  among  the  various  commercial 
countries  is  determined  by  fimdamental  influences 
which  override  all  such  artificial  barriers. 

The  act  permits  only  one  kind  of  banking  business 
between  Reserve  Banks  and  the  general  public.  They 
are  allowed  to  buy  and  sell  to  or  from  individuals, 
firms,  and  corporations,  as  well  as  domestic  and  foreign 
banks,  bills  of  exchange  of  the  kinds  which  are  made 
eligible  for  rediscoimt.  The  purpose  of  this  provision 
in  the  act  is  to  enable  the  Reserve  Banks  to  secure 
some  employment  for  their  f imds  when  the  demand  for 
rediscounts  slackens,  and  to  develop  a  broad  discount 
market.  A  broad  discount  market  may  be  developed 
under  the  new  banking  arrangements;  but  the  predic- 
tion is  ventured  that  this  provision  in  the  act  will  not 
contribute  to  its  development  and  that  in  general  it 
will  be  barren  of  results.  It  should  be  observed  that 
the  promissory  note,  the  usual  borrowing  instrument 
in  this  country,  altho  it  may  be  used  for  rediscounting 
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purposes,  cannot  be  bought  and  sold  in  the  open  market 
by  the  Reserve  Banks.  Aside  from  foreign  trade,  the 
mercantile  bill  of  exchange,  payable  at  a  future  date, 
has  largely  fallen  into  disuse  in  most  advanced  com- 
mercial countries.  More  and  more  cash  payments  are 
either  insisted  upon,  or  are  favored  by  the  offer  of  trade 
discoimts  for  cash  considerably  greater  than  bank 
discounts.  When  a  purchaser  pays  cash,  obviously  a 
mercantile  time  bill  of  exchange  cannot  come  into 
existence.  In  European  coimtries,  miany  purchasers 
who  pay  at  once  often  draw  a  bill  of  exchange  on  their 
own  bank  and,  after  it  has  been  accepted,  discount  it  in 
the  open  market.  In  this  country  banks  are  to  be 
allowed  imder  the  act  to  accept  only  bills  drawn  in 
connection  with  merchandise  exports  and  imports. 
Material  will,  therefore,  be  lacking  for  a  broad  discount 
market,  if  its  development  is  dependent  upon  open  mar- 
ket operations  by  the  Reserve  Banks. 

Fortimately  the  development  of  a  broad  discount 
market  does  not  require  open  market  operations  on 
their  part.  A  broad  discoimt  market  is  one  to  which 
many  borrowers  resort  with  full  assurance  that  they 
will  find  many  lenders.  Even  under  past  banking 
arrangements,  many  borrowers  and  lenders  have  been 
brought  together  through  note  brokers;  but  owing  to 
the  lack  of  an  available  supply  of  cash  and  credit  with 
which  to  meet  emergencies,  this  market  has  been  sub- 
ject to  violent  perturbations,  and  at  times  dealings 
have  been  almost  entirely  discontinued.  In  the  future 
a  solvent  borrower  will  feel  more  certain  that  his 
paper  can  always  be  marketed  by  his  note  broker;  and 
banks  will  purchase  more  largely,  since  they  will  prefer 
to  use  such  paper  for  rediscoimting  purposes  rather 
than  that  of  their  own  regular  customers. 
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VII.  Additional  Powers  op  National  Banks 

Nearly  half  of  the  national  banks  have  established 
savings  departments  and  now  hold  more  than  eight 
hundred  millions  of  savings  deposits.  This  has  been 
a  recent  development,  and  one  for  which  there  was  no 
specific  authority  in  the  national  banking  law;  but 
under  the  liberal  interpretation  of  that  law  by  the 
Comptroller  of  the  Currency  in  recent  years,  it  has  been 
permitted  because  it  was  not  forbidden.  Many  have 
doubted,  however,  whether  the  banks  could  enforce  the 
thirty  and  sixty  days'  notice  of  the  withdrawal  of 
deposits  which,  following  the  practice  of  regular  savings 
banks,  appeared  on  the  pass-books  issued  to  depositors. 
This  uncertainty  has  been  removed  by  implication  by 
the  new  act,  which  includes  in  its  definition  of  time 
deposits,  savings  accounts  subject  to  at  least  thirty 
days'  notice.  It  is  of  course  a  great  advantage  to  the 
national  banks,  that  in  the  employment  of  these  deposits 
they  are  subject  to  much  less  restriction  than  is  imposed 
upon  savings  banks  in  many  of  the  states. 

Subject  to  the  permission  of  the  Federal  Reserve 
Board,  and  when  not  in  contravention  of  state  laws, 
national  banks  may  act  as  trustees,  executors,  adminis- 
trators, and  registrars  of  stocks  and  bonds.  Many 
banks  will  find  this  a  useful  extension  of  their  powers. 
If  trust  companies  may  properly  engage  in  banking, 
there  can  be  no  good  reason  why  banks  should  not 
undertake  trust  functions.  The  department  store 
principle  in  banking  has  made  rapid  headway  in  most 
countries  in  recent  years.  Under  proper  supervision 
every  kind  of  reasonable  and  safe  financial  business  can 
be  handled  by  a  single  institution  safely  and  in  a  way 
which  is  convenient  for  the  business  community.  In 
some  states  legislation  may  be  necessary  to  permit 
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national  banks  to  undertake  trust  functions.  In 
Massachusetts,  it  seems  to  be  the  opinion  among 
lawyers  that  no  legislation  is  required. 

Inability  to  lend  on  mortgage  security  has  been  the 
most  serious  disadvantage  experienced  by  coimtry 
national  banks  in  competition  with  state  institutions. 
Land  has  been  by  far  the  best  local  security  avail- 
able over  large  parts  of  the  country.  Rural  bankers 
have,  in  fact,  taken  it  into  account  in  making  loans 
and  by  various  devices  have  succeeded  in  making  it 
the  security  for  many  of  the  loans  which  they  have 
granted.  Under  the  Federal  Reserve  Act  all  banks, 
except  those  in  central  reserve  cities,  may  lend  for 
periods  not  exceeding  five  years  twenty-five  per  cent 
of  their  capital  and  surplus,  or  one-third  of  their  time 
deposits,  on  the  seciuity  of  unencxunbered  and  im- 
proved farm  land  to  fifty  per  cent  of  its  market  value. 

Two  changes  are  made  in  the  law  for  the  purpose  of 
facilitating  financial  business  with  foreign  coimtries. 
National  banks  having  a  capital  of  at  least  one  million 
dollars  may  establish  foreign  branches,  subject  to  the 
approval  of  the  Federal  Reserve  Board,  and  to  such 
regulations  as  it  may  formulate  for  conducting  this 
business.  Banks  may  also  accept  bills  of  exchange 
maturing  within  six  months  drawn  in  connection  with 
exports  and  imports  of  merchandise.  These  are 
desirable  changes  in  the  law.  It  is  not,  however,  prob- 
able that  many  foreign  branches  will  be  established 
in  the  near  future,  and  it  is  most  unlikely  that  the 
American  acceptance  will  make  rapid  headway  in 
foreign  markets. 

The  scope  of  the  following  provision  in  the  act  is 
uncertain.  ^'  Other  than  the  usual  salary  or  director's 
fee  paid  to  any  officer,  director,  or  employee  of  a  member 
bank,  and  other  than  a  reasonable  fee  paid  by  said 
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bank  to  such  officer,  director,  or  employee  for  services 
rendered  to  such  bank,  no  officer,  director,  employee, 
or  attorney  of  a  member  bank  shall  be  a  beneficiary  of, 
or  receive,  directly  or  indirectly,  any  fee,  commission, 
gift,  or  other  consideration  for  or  in  connection  with 
any  transaction  or  business  of  the  bank.''  This  pro- 
hibition obviously  covers  payments  to  bank  directors 
and  officers  in  return  for  aid  in  securing  accommodation 
from  the  banks.  It  may  be  held  that  all  purchases  by  a 
bank  of  conmiercial  paper  from  a  firm  of  note  brokers, 
or  of  securities  from  a  banking  house,  are  forbidden  if 
any  of  the  partners  of  such  firms  are  on  its  board  of 
directors.  In  this  event,  a  few  banks  would  lose 
valuable  directors;  but  the  question  of  the  wisdom  of 
such  exclusion  is  too  complex  to  be  given  consideration 
in  this  paper.^ 

VIII.  Supervisory  Functions  op  the  Federal 
Reserve  Board 

A  variety  of  fimctions  of  a  supervisory  or  adminis- 
trative nature  are  to  be  exercised  by  the  Federal  Reserve 
Board.  It  is  to  formulate  detailed  regulations  regard- 
ing various  matters  concerning  which  only  general 
provisions  are  contained  in  the  act.  Among  important 
matters  regarding  which  the  Board  is  to  formulate 
regulations  may  be  mentioned:  rules  for  conducting 
branch  offices;  the  regulation  of  state  banks  which 
become  member  banks;  rules  defining  precisely  com- 
mercial loans  eligible  for  rediscount;  and  the  regular 
tions  for  the  operation  of  foreign  branches.     The  board 

1  The  inability  of  the  Pujo  money  trust  oonunittee  to  aeeure  deelxed  informstion 
from  the  banks  evidently  ooeasioned  the  following  olause:  "  No  bank  shall  be  subjeot 
to  any  visitatarial  poweia  other  than  sueh  as  are  authorised  by  law,  or  vested  in  the 
eoorts  of  justaee,  or  sueh  as  shall  be  oc  shall  have  been  e«rcised  or  directed  by  Cnnfrwss, 
or  by  either  House  thereof ,  or  by  any  oonunittee  of  Congress  of  either  House  duly 
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is  to  exercise  many  supervisory  functions  over  the 
Reserve  Banks  which  are  similar  to  those  which  have 
long  been  exercised  by  the  Comptroller  of  the  Currency 
over  the  national  banks.  Examination  of  the  Reserve 
Banks  is  under  its  direction.  There  must  be  one  exam- 
ination each  year,  and  additional  examinations  must  be 
ordered  upon  the  application  of  ten  member  banks.^ 
The  Board  is  aldp  to  publish  once  each  week,  a  state- 
ment showing  the  condition  of  each  Reserve  Bank,  and 
a  consolidated  statement  for  all  these  institutions.  It  is 
also  given  a  number  of  important  powers  to  be  exer- 
cised at  its  discretion.  It  may  suspend  reserve  require- 
ments for  a  period  of  thirty  days,  and  renew  such 
suspension  for  successive  fifteen  day  periods.  For 
violations  of  law,  it  may  suspend  the  operation  of 
a  Reserve  Bank,  and  administer  or  liquidate  it.  The 
Board  may  also  reclassify  cities  as  reserve  or  central 
reserve  cities,  or  terminate  their  designation  as  such. 

The  method  of  banking  reform  which  has  now  been 
adopted,  necessarily  involves  placing  somewhere  enor- 
mous power  to  expand  credit.  This  power  cannot  be 
surroimded  by  sufficient  safeguards  to  prevent  all 
possibility  of  its  misuse,  because  in  so  doing,  its  wise 
use  would  be  quite  as  seriously  interfered  with.  Com- 
petent management  is  therefore  absolutely  essential  if 
satisfactory  results  are  to  follow  the  passage  of  the 
Federal  Reserve  Act.  In  the  operation  of  the  new 
system,  the  boards  of  directors  of  the  Reserve  Banks 
may  prove  the  most  important  part  of  the  organization; 
or  that  place  may  be  occupied  by  the  Federal  Reserve 
Board.  The  boards  of  directors  will  exercise  all  the 
ordinary  powers  of  such  boards,  except  in  so  far  as 

>  The  Uw  ragaiding  the  ezMninatbn  of  imtional  banks  b  noaat.     The  inly  impor- 
tant ehantea  are  that  benaftw  aU  enminera  are  to  be  paid  aalariea,  aiMl  that  Um 
Baaeire  Banks  are  empowered  to  oonduet  speoial  eTamtnationa  of  member  banks. 
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they  are  subject  to  control  by  the  Board.  All  the  loans 
of  the  Reserve  Banks  are  to  be  made  by  the  boards  of 
those  banks.  In  this  matter,  the  Board  has  no  power 
whatever,  except  that  it  may  require,  on  the  afltanative 
vote  of  five  members,  one  Reserve  Bank  to  rediscount 
paper  for  others.  Here  is  a  power  that  seems  to  be 
designed  merely  to  prevent  any  working  at  cross  pur- 
poses among  the  Reserve  Banks.  Few  or  no  occasions 
for  its  use  will  present  themselves  if  all  the  Reserve 
Banks  are  well  managed  by  their  own  boards.  All 
rates  of  discount  are  to  be  fixed  in  the  first  instance  by 
the  boards,  subject  to  review  and  determination  by  the 
Federal  Board.  Here  again  the  decision  of  the  Reserve 
Bank  boards  is  altogether  unlikely  to  be  overruled  if 
these  banks  are  skilfully  managed. 

The  power  of  the  Federal  Reserve  Board  to  restrain 
the  Reserve  Banks  is  vastly  greater  than  its  power  to 
force  them  to  take  positive  action  which  might  lead 
to  the  inflation  of  credit.  This  was  clearly  the  purpose 
m  view  in  giving  the  Board  the  more  important  of  its 
many  powers.  It  may,  for  example,  reject  applications 
of  Reserve  Banks  for  notes,  but  this  will  not  endanger 
assets,  it  will  simply  lessen  power  to  expand  operations. 
Its  power  over  the  discount  rates  of  Reserve  Banks 
will  obviously  be  more  effective  when  used  to  advance 
rates  which  it  deems  too  low  than  it  will  be  if  used  to 
enforce  a  rate  lower  than  the  management  approves. 
The  directors  of  the  Reserve  Bank  would  still  deter- 
mine the  amount  of  accommodation  which  it  might 
safely  grant  to  member  banks  at  the  enforced  low  rate. 
Officers  and  directors  of  Reserve  Banks  may  be  removed 
at  any  time  by  the  Federal  Board,  which  is  merely 
required  to  conmiunicate  its  reasons  for  removal  in 
writing;  but  the  right  of  member  banks  to  choose 
successors  will  still  remain. 
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While  it  is  impossible  to  make  any  prediction  as  to 
the  relative  place  which  the  Reserve  Bank  directors 
and  the  Federal  Board  will  hold,  it  is  evident  that,  in 
the  absence  of  harmonious  cooperation,  the  system 
will  not  work  smoothly,  even  if  it  can  be  made  to  work 
at  all.  If  all  the  Reserve  Banks  and  the  Federal 
Board  adopt  a  wise  and  conservative  policy,  the 
system  will  surely  work  well.  If  the  Reserve  Banks 
alone  are  conservative,  the  system  may  work  well  but 
with  much  friction.  If  the  Federal  Board  alone  is 
conservative,  it  may  force  good  results  from  the  sys- 
tem. On  the  other  hand,  if  some  of  the  Reserve 
Banks  and  the  Federal  Board  are  reckless,  the  system 
will  probably  break  down;  and  if  all  the  Reserve  Banks 
and  the  Federal  Board  adopt  a  reckless  policy,  the 
results  will  be  disastrous. 

Both  the  directors  of  Reserve  Banks,  and  the  Federal 
Board  will  be  confronted  with  nmnerous  problems^ 
many  novel  and  some  intricate.  The  possibilities  of 
the  new  system  cannot  be  foreseen,  and  the  extent  and 
nature  of  the  responsibilities  resting  upon  the  Reserve 
Banks  cannot  be  determined  beforehand.  At  the  most, 
only  some  of  the  broader  lines  of  policy  and  some  of 
the  more  obvious  danger  signals  can  be  indicated  in 
advance  of  experience.  This  is  a  task  which  will  be 
attempted  in  a  subsequent  paper. 

O.  M.  W.  Spraoux. 

Habtabd  UmrBBBITT. 
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THE  BRITISH  SUPER-TAX  AND  THE 
DISTRIBUTION  OF  INCOME 

SUMMARY 

Earlier  estimates  of  income^iistributioii,  based  on  imperfect  statia- 
tics,  266.  —  Additional  information  since  1907-09,  267. — Comparison 
of  new  data  with  Pareto's  law,  268.  —  Considerable  discontinuity;  pos- 
sible explanation,  260.  —  Notes:  I,  Abatements  on  moderate  incomes 
(up  to  £700),  262;  II,  Super-tax  yield,  263;  HI,  Pareto's  law,  264;  IV, 
Death  duty  statistics,  266;  V,  Statistics  of  earned  income,  267. 

In  1906  a  Committee  of  the  House  of  Commons 
examined  the  method  of  collection  and  the  statistics 
of  the  Income  Tax  with  a  view  to  the  possibility  of 
differentiation  between  earned  and  mieamed  income 
and  to  the  yield  of  a  super-tax  on  high  incomes.  In 
1909  a  super-tax  was  unposed  of  6d.  per  £  on  the  excess 
over  £3000  of  personal  incomes  exceeding  £5000;  in 
1907  the  rate  on  earned  incomes,  where  total  personal 
income  was  less  than  £2000,  was  reduced  to  9d,  the 
ordinary  rate  being  then  1  shilling.  In  1909,  when 
the  rate  on  unearned  income  was  raised  to  la.  2d.,  that 
on  the  earned  incomes  of  those  whose  total  income  was 
over  £2000  and  not  over  £3000  was  fixed  at  1  shilling. 

The  evidence  given  to  the  Committee  ^  proved  that 
the  statistics  were  inadequate  for  showing  what  was 
the  total  nimiber  of  income-tax  payers,  what  were  the 
numbers  in  any  grades  of  income,  and  what  part  of 
income  resulted  from  ownership,  what  from  earnings. 
It  will  be  interesting  to  examine  after  the  lapse  of  seven 
years,  whether  any  important  new  light  has  been 
thrown  on  these  questions. 

1  House  of  Commoiu  Paper.    No.  860  ol  1006. 
256 
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The  reasons  for  the  imperfection  of  the  statistics  were 
as  follows.  A  very  great  part  of  the  Income  Tax  is 
collected  "  at  the  source/'  from  interests,  dividends, 
and  profits  before  they  are  distributed  and  in  a  large 
group  of  cases  from  salaries  before  they  are  paid.  In 
addition  to  the  income  so  dealt  with,  assessments  are 
made  on  individuals  in  respect  of  any  other  income 
they  are  known  to  receive,  and  retiuns  are  demanded 
from  persons  and  firms  for  a  statement  of  any  income 
not  already  taxed  that  accrues  to  them.  In  general,  the 
Tax  Conmiissioners  know  only  aggregate  incomes  and 
numbers  of  assessments,  and  not  the  income  of  individ- 
uals who  may  each  be  the  subject  of  several  assess- 
ments. The  Conmiissioners  have  never  published  (it 
is  believed  from  reasons  of  expense  and  administrative 
difficulty)  any  special  information  as  to  those  persons, 
who  for  one  reason  or  another  fill  in  returns  of  total 
income.  Tho  incomes  are  tabulated  according  to  their 
sources  in  the  Commissioners'  reports,  it  is  not  possible 
to  distinguish  earned  from  unearned  income,  since  an 
enormous  total  is  composed  of  profits  from  firms  where 
the  receipts  from  use  of  capital  cannot  be  distinguished 
from  those  resulting  from  personal  activities.  Further, 
income  from  a  man's  own  capital  in  his  own  business 
is  regarded  as  earned.  The  only  definite  numbers  of 
persons  known  were  of  those  who  had  successfully 
claimed  abatements  of  tax  on  the  ground  that  their 
income  was  not  more  than  £700;  in  Note  I  below 
these  numbers  are  discussed  and  it  is  shown  that  they 
were  considerably  below  the  numbers  who  had  such 
incomes. 

The  statistics  of  total  income  and  of  such  fragmentary 
totals  as  were  available  were  examined,  by  various 
witnesses  before  the  comndttee,  in  the  light  of  two  other 
groups  of  infonnation.     The  Inhabited  House  duty 
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leads  to  important  tables  of  numbers  of  houses  assessed 
as  of  various  annual  values;  and,  if  the  assumption 
could  be  made  that  in  general  one  and  only  one  income- 
tax  payer  was  to  be  found  at  one  house,  and  if  any 
working  rule  could  be  made  as  to  the  relation  of  house 
rent  to  incomes  c^  various  amounts,  these  tables  would 
show  the  numbers  of  incomes  at  various  grades.  The 
**  Death  duties  "  lead  to  detailed  tables  as  to  the  value 
of  estates  left  year  by  year;  and,  if  the  ratios  of  the 
number  of  estates  (graded  by  value)  existing  to  one 
passing,  and  if  the  rate  of  interest  on  the  capital  were 
known,  again  the  distribution  of  unearned  income  would 
be  known.  Very  great  difficulty  was  found  in  framing 
the  necessary  hypotheses  and  harmonizing  the  different 
tables.  From  them  the  aggregate  of  income  over  £5000 
per  annum  was  variously  estimated  by  Sir  Henry  Prim- 
rose as  £121,000,000,  by  Mr.  Chiozza  Money  as  £181,- 
000,000,  by  Mr.  T.  A.  Coglan  as  £148,000,000,  and  by 
the  present  writer  as  £200,000,000.  The  first  and  last 
named  especially  laid  emphasis  on  the  extreme  uncer- 
tainty of  their  estimates. 

In  spite  of  the  additional  powers  of  obtaining  returns 
from  individuals  now  exercised  by  the  Commissioners, 
it  still  remains  true  that  the  total  number  of  income- 
tax  payers  is  not  known,  and,  except  for  detailed  returns 
of  the  super-tax  (Note  II  below),  nothing  new  has  been 
published  except  the  fragments  given  in  Note  V.  But 
it  has  happened  that  the  nmnbers  of  abatements  claimed 
on  incomes  less  than  £700  have  risen,  as  the  change  of 
rates  of  taxation  have  offered  greater  inducements,  and 
as  the  knowledge  of  the  right  to  make  such  claims  has 
spread;  so  that,  as  shown  in  Notes  I  and  III,  it  is  now 
possible  to  make  an  estimate  for  such  incomes  with 
greater  certainty.  The  rest  of  this  paper  is  based  on 
the  assumption  that  we  have  adequate  knowledge  of  the 
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numbar  and  amounts  of  income  liable  to  tax  (with  or 
without  abatement)  between  £160  and  £700,  and  over 
£5000.  As  regards  the  latter  it  is  probable  that  very 
few  persons  can  receive  £5000  from  earnings  and  not 
very  many  from  interests,^  etc.,  without  the  special 
commissioners  (whose  information  from  the  various 
sources  is  extensive)  suspecting  it  and  requiring  them 
to  make  a  return  of  their  total  income. 

We  have  then  the  following  estimates  for  the  fiscal 
year  1911-12.^  Nxunber  of  incomes  between  £160  and 
£700  was  880,000  with  details  for  subdivisions.  Num- 
ber of  incomes  above  £5000  was  11,800  and  its  amount 
£149,000,000,  with  details  for  subdivisions.  Total  per- 
sonal income  was  £810,000,000.' 

The  clearest  way  to  compare  these  data  is  by  Pareto's 
law  of  income  distribution,  given  in  Note  III.  What- 
ever may  be  the  conclusion  as  to  the  general  applica- 
bility of  this  law,  there  can  be  no  doubt  that  it  is  of 
great  service  in  estimating  details  when  gross  numbers 
are  known,  for  interpolating,  and  for  interpretation. 
In  words  the  law  may  be  put  that  if  the  logarithms  of 
the  numbers  of  i)ersons  in  receipt  of  incomes  above  a 
given  amount  are  plotted  against  the  logarithms  of  the 
amounts,  the  points  obtained  will  lie  in  a  straight  line. 
A  simple  mathematical  deduction  is  that  if  the  log- 
arithms of  the  numbers  of  persons  whose  incomes  are 

>  If  a  man  lives  in  a  amall  house  or  a  flat  and  recelvet  hia  inoome  in  imaU  amounta 
from  widely  diatributed  eouroee,  it  may  take  a  long  time  for  hia  UabiUty  to  mper-tax 
to  become  known. 

*  The  amounts  induded  in  inoome  taxable  in  a  partieular  fiseal  year.  April  lat  to 
March  31at,  are  in  some  cases  inoome  reeeived  in  that  year,  in  others  the  aTcraiss  of 
ineomes  reodved  the  previous  8  or  5  years,  with  many  other  detafled  variations.  The 
effect  is  that  the  amount  sUted  for  the  year  1911-12  eorreaponds  to  the  aetoal  total  of 
1910  or  1900. 

*  Taxable  inoome,  after  exemptions  and  allowances,  but  before  abatements  wen 
made,  was  £886,600.000.  But  part  of  this,  estimated  aa  about  £60.000.000  by  Sir  H. 
Primrose  in  1900,  is  not  personal  inoome  of  persons  in  the  United  Kinodosii,  but  beloofi 
to  insurance  oompanies,  clubs,  societies,  trust  funds,  etc.,  or  is  paid  away  to  foteigners. 
A  eoneaponding  sum  for  1911-12  sives  aa  remainder  the  total  in  the  text. 
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of  a  particular  amount  (graded  equally  in  £'s  or  £lOO's)^ 
a  straight  line  is  still  obtained.  This  law  has  been 
applied  separately  to  the  data,  for  incomes  below  £700, 
and  to  those  for  incomes  above  £5000.  The  result 
is  shown  in  Diagram  I.    The  gradients  of  the  two 


INFLJJTENCE  OF  RATE  OF  TAX  ON  CLAIMS  FOB  ABATEMENT. 
Somber  of  olaimB  for  amount  allowed  on  Incomes; 
A— A£e00to£700 
B— B  £600  to  £000 
0-0  £400  to  £600 
I>^I>£100to£400 
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lines  are  equal,  but  the  lines  are  not  coincident.  The 
law  from  the  upper  group  suggests  twice  as  many  in- 
comes as  that  for  the  lower  group.  The  law  is  well 
obeyed  in  the  lower  group,  and  in  the  upper  till  we 
come  to  incomes  of  about  £55,000,  above  which  the 
law  would  give  a  surplus  over  the  facts. 
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The  law  for  the  lower  range  shows  an  aggregate  in- 
come of  £251,000,000  for  the  880,000  persons  with 
incomes  from  £160  to  £700,  and  from  the  data  with  or 
without  the  law  a  sum  very  near  this  must  be  obtained. 
Taking  this  amount  in  conjunction  with  the  known 
amount  above  £5000  and  the  known  total,  we  find  that 
£414,000,000  is  to  be  accounted  for  between  £700  and 
£5000.  This  is  very  much  more  than  the  £142,000,000 
that  the  lower  law  would  give  if  it  were  continued,  and 
more  even  than  the  £304,000,000  that  the  upper  law 
would  give  if  continued  back,  and  not  far  from  the 
two  combined. 

No  complete  explanation  of  this  very  considerable 
discontinuity  can  be  given.  If  we  could  consider  that 
the  number  of  persons  below  £700  were  grossly  under- 
estimated, or  that  several  thousand  persons  who  are 
liable  to  super-tax  evade  it,  then  the  diflSiculty  would 
tend  to  disappear;  but  there  seems  to  be  no  sound 
reason  for  either  hypothesis.  The  legal  definition  of 
income  for  super-tax  purposes  differs  from  that  for 
ordinary  income  tax,  e.  g.,  in  the  treatment  of  insur- 
ance premiimis,  with  the  general  effect  that  the  higher 
incomes  may  be  understated  relatively  to  the  lower 
ones,  and  incomes  not  much  over  £5000  may  not  come 
in  to  the  super-tax  account;  but  this  can  only  account 
for  a  fraction  of  the  total. 

A  conjecture  may  be  offered  on  the  following  lines. 
There  is  nothing  xmreasonable  in  the  supposition  that 
earned  incomes  follow  a  law  nearly  independent  of 
unearned  incomes.  People  with  small  earnings  may 
be  the  accidental  owners  of  capital,  and  people  with 
large  capital  may  also  make  large  earned  incomes;  but 
the  joint  possession  of  such  double  incomes,  tho  quite 
conmion,  may  be  regarded  as  accidental.  The  frag- 
mentary statistics  in  Note  V  suggest  that  a  very  con- 
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aderable  part  of  the  incomes  below  £700  is  earned,  and 
the  statistics  of  Note  IV  suggest  that  the  major  part  of 
incomes  over  £10,000  is  unearned.  In  the  region  be- 
tween £700  and  £10,000  there  must  be  a  large  propor- 
tion of  mixed  incomes.  It  is  suggested,  then,  that  the 
two  Pareto  gradings  tend  to  represent  respectively 
incomes  arising  from  earnings  and  incomes  arising  from 
property,  tho  if  the  lower  were  purified  of  property 
and  the  upper  of  earnings,  both  lines  would  be  lowered 
and  the  aggregates  would  be  less.  Then  in  the  inter- 
mediate region  (£700  to  £10,000  and  more  especially 
to  £5000)  we  should  tend  to  find  the  aggregate  resulting 
from  the  two  laws,  as  in  fact  we  do.  The  upper  law 
gives  212,000  incomes  in  this  region  and  a  much  greater 
number  below  £700,  the  lower  gives  102,300  in  this 
re^on;  on  the  hypothesis  of  mixed  incomes  these  num- 
bers are  not  independent,  and  the  number  of  persons  is 
between  200,000  and  300,000. 

Whatever  be  the  explanation  of  the  discontinuity, 
there  is  certainly  presumptive  evidence  for  an  aggregar 
tion  of  incomes  in  this  intermediate  region  of  the  moder- 
ately rich.  As  to  their  number,  if  the  average  income 
between  £700  and  £5000  were  £1500,  the  number 
would  be  280,000;  if  the  average  were  £2500,  it  would 
be  165,000.  A  number  about  200,000  and  an  average 
about  £2000  seems  to  fit  the  facts  best. 

To  sumjnarize  this  discussion  the  following  table 
may  be  given. 

EmiunB  OP  Puusonal  Taxablb  >  Inoomii  in  ths  Unitbd  KmoDOM 

Number  of  A«n.cate 

penona  inooma 

£  100-£   700          880.000  £250.000,000  Too  mtaSk  if  abatomento  an 

not  claimed. 

£  700-XS.OOO          200.000  415.000.000  The  number  ia  oonjeetund. 

£6^000  and  orar          12.000  145.000.000  Too  amaU  if  there  ia  evaikm. 

^— — — —  ■  or  if  tba  difference  of  defini- 

1.100.000  £810.000.000  tion  ia   numeneally   impor- 

>  iMlndfav  ineone  aobieet  to  I 
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The  general  conclusion  must  be  that  the  statistics 
arising  from  the  imposition  of  the  super-tax  have 
tended  to  raise  new  problems  rather  than  to  solve  old 
ones. 

A.    L.   BOWLET. 
Uniyubbitt  of  London. 


NOTE  I 

Income  between  £160  and  £700 ' 

Computed  Numbers  of  Abatements  allowed  on  Incomes  of 
£700  and  under  (000  omitted) 


Raoge  of  income /«P7  >  1808  1899  1900  1901  1909  190S  1904 

£ieO-£400   ..481  496  516  530  655  676  603  61S 

£400-£500   ..         26  32  38  42  47  50  52  63 

£50a-£600   ..          ..*  11  17  21  24  27  28  29 

£600-£700   ..          ..s  4  7  0  10  12  13  13 

~  543  577  601  636  664  606  700 


1906  1908  1907  1908  1909  1910  1911 

£160-£400  622  620  638  648  640  660  680 

£400-£500 56  50  65  67  67  70  78 

£500-£600  31  38  80  41  41  43  45 

£600-£700   15  17  22  24  25  26  27 

725  737  764  780  782  806  834 


The  abatement  allowed  on  incomes  not  exceeding  £400  is  £160 
throughout  the  period;  thus  a  person  with  an  income  of  £390  would 
pay  tax  on  £230. 

In  1807-98  the  abatement  on  £400-£500  was  £100;  in  subse- 
quent years,  £150. 

The  abatements  on  incomes  of  £500-£600  and  £600-£700  were 
£120  and  £70  from  1898-99. 

The  tax  was  8(f.  in  the  pound  in  1897-98,  1898-99,  1899-00; 
1  shilling  in  1900-01;  Is.  2d,  in  1901-02;  U.  3d.  in  1902-03;  lid, 
in  1903-04;  U.  in  1904-05, 1905-06, 1906-07;  Is.  on  unearned  and 
9d.  on  earned  income  in  1907-08;  Is.  2d.  on  unearned  and  9d.  on 
earned  income  in  1908^-09,  till  the  present  date. 

>  46th  and  56th  Report!  of  the  CommiMinnern  of  the  InUnd  Revenue. 
*  Fiecal  year  beginning  April,  1807. 

>  No  ebetemente  on  inoomee  above  £600  tfll  1808-00. 
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The  numbers  are  obtained  by  dividing  the  total  amount  admitted 
for  abatement  in  each  dafls  by  the  maximum  (£160,  £150,  £120,  or 
£70)  that  can  be  allowed;  but  in  fact  it  is  supposed  that  some 
people  do  not  claim  the  maximum  (since  it  may  involve  more  trouble 
to  claim  for  the  whole  amount  than  for  part)  and  therefore  the 
average  divisor  is  somewhat  too  large  and  the  numbers  too  small. 
Sir  H.  Primrose  (the  chairman  of  the  Board  of  Inland  Revenue)  in 
1906  thought  that  the  deficiency  "  might  be  at  least  as  much  as  " 
25,000  m  per  cent)  in  1903-04.  For  the  same  date  he  thought 
that  the  addition  of  10%  to  the  numbers,  for  those  who  were  en- 
titled to  abatement  but  did  not  claim  it,  would  not ''  be  an  excesdve 
estimate."  He  did  not,  however,  commit  himself  to  such  large 
additions. 

It  is  to  be  noticed  that  the  numbers  of  abatements,  which  had 
shown  littie  movement  in  the  years  1892  to  1897,  advanced  rapidly 
as  the  rate  of  tax  increased  to  its  maximum  (1«.  3d.)  in  1902-03; 
since  then  the  growth  in  the  class  under  £400  has  been  only  about 
2%  per  annum.  A  further  considerable  increase  occurred  in  the 
numbers  in  the  higher  classes  when  the  rate  on  earned  incomes  was 
made  3d.  and  subsequentiy  5d.  less  than  on  unearned;  in  claiming 
this  differentiation  it  was  easy  to  clidm  abatement  also;  but  the 
growth  since  1908  has  been  slight.  It  seems  that  the  great  part  of 
the  group  who  did  not  claim  in  1903  must  now  be  included,  and 
that  instead  of  adding  13%  we  should  add  much  less,  say  6%.  The 
number  of  incomes  between  £160  and  £700  in  1911-12  was  almost 
certainly  between  850,000  and  900,000,  and  probably  near  880,000. 
This  view  is  confirmed  by  Pareto's  Law  of  Grading. 


NOTE 

II 

SuPBK-^TAX  Yield  1 

Year  of 

Estimated  or 
Total  Income 

raaliaed* 

Yidd  of  Tax 

Number  of  Pen 
ehargeable 

1909-10 
1910-11 
1911-12 
1912-13 

£140,100,000 

141,300,000 
145,950,000 
149,400,000 

£2,650,000 
2,670,000 
2,775,000 
2,850.000 

11,380 
11,500 
11,650 
11,800 

>  6Sth  Report  of  the  CommioBioiieis. 

*  The  nomben  for  1901^10  are  oomplete:  there  were  itill  a  email  number  of  letoma 
to  eome  in  for  nibaequant  yean:  thua  it  is  aopposed  that  another  100  pereono  will  have 
to  be  added  to  the  next  taUe. 
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CLABSnriCATION  OF  InOOHBS  AMD  NUMBBBS  IN  1911-12 

Exceeding 


] 

[nooiuM 

Total  Aaseaaed 
£000*0. 

Number 
of  PenoM 

£5,000  but  not  £10,000 

50,851 

7.411 

10.000 

15,000 

24,384 

2,029 

15,000 

20,000 

13,550 

787 

20,000 

25,000 

9,697 

438 

25,000 

35,000 

11,099 

382 

35,000 

45,000 

7,303 

186 

45,000 

65,000 

5,269 

107 

55,000 

65,000 

3,353 

56 

65,000 

75,000 

2,576 

37 

75,000 

100,000 

4,733 

55 

100,000 

Totak 

12.177 

66 

144,994 

11,554 

NOTE  III 

Parbto's  Law 

Pareto's  Law,  in  its  simplest  form,  is  iV  »  —  (i)  when  N  is  the 

number  of  persons  whose  income  is  greater  than  x  units  per  head; 

A  and  a  are  constants  to  be  determined  from  the  data. 

oA 
This  gives,  number  at  £x  is  £  — jj   '  (n) 

Aa  1 

Aggregate  income  above  £z      is  £  -— :  *    —5    *     (in) 

Average  income  above  £x         is  £  -— r   x  (iv) 

In  the  case  where  a  «  1.5,  average  income  between  £3^  and  x^ 

1.  If  we  take  880,000  persons  as  having  incomes  between  £160 
and  £700  it  is  found  that  a  »  1.5  gives  a  good  fit  and  that  log  A 
then  «  9.3009. 
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Number  of  penoDS 

Aotuid 
Calculmted         Ab«temonts 

Amount  of 

Income 
in  £  millions 

£160-400 

738,100           689,000 

400^500 

71,100             73,000 

500-«)0 

42,700             45,000 

600-700 

28,100             27,000 

£160  to  £700 

880,000           834,000 

£251 

£700  to  £5000 

102,300 

142 

£5000  and  more 

5,600 

85 

Total 


988,000 


£478 


Below  £700  the  relation  between  the  abatements  and  numbers 
is  precisely  that  expected,  the  defect  in  the  first  line  being  due  to 
non-claiming  of  the  full  abatement  (Note  I).  But  the  income  and 
number  above  £5000  is  too  small,  and  the  total  income  should  be 
£810,000,000  instead  of  £478,000,000. 

2.  From  examination  of  the  super-tax  statistics  it  is  found  that 
a  »  1.5  and  log  A  «  9.618  gives  a  very  good  fit  from  £5000  to 
£55,000  and  then  gives  numbers  in  excess;  thus:  — 


Number  of  Persons 
Calculated             Actual 

Calculated    Known 

£5,000  to 

£10,000 

7,546 

7,411 

10,000    « 

15,000 

1,890 

2,029 

15,000    « 

20,000 

790 

787 

20,000    « 

25,000 

424 

438 

25,000    « 

35,000 

411 

382 

35,000    « 

45,000 

199 

186 

45,000    « 

55,000 

103 

107 

55,000    « 

65,000 

70 

56 

65,000    « 

75,000 

50 

37 

75,000    « 

100,000 

118 

55 

100 

up 

83 

66 

000,000*8 

L5 

£5,000  and 

11,700 

11,554 

£166      £14 

£   700-£5,000 

212,175 

304 

£   160-£   700 

1,827,000 

880,000 

514 

Totals  2,051,000 

The  number  below  £700  is  unpossibly  large. 


£984     £810 


Diagram  II  shows  that  these  dilemmas  cannot  be  escaped,  for 
the  vertical  heights  of  marks  do  not  depend  on  any  assumed  value 
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of  A ,  and  the  horizontal  portions  (calculated  from  formula  ( v)  where 
a  is  taken  to  be  1.5)  would  only  be  microecopically  affected  by  any 
other  reasonable  vidue  of  a. 


Tbe  upper  line  elLowa  the  diatribution 


Logarithms 
of  Peraone  9Ji 
of  inoome 


LOGARITHMS  OF  INOOMBS 
Diagram  II 

The  more  developed  form  of  Pareto's  Law,  iV= 


.10- 


(x+h)- 

where  b  and  c  are  additional  small  constants,  is  found,  after  several 
trials,  not  to  get  over  this  difficulty. 

In  the  diagram  the  marks  show  the  numbers  of  persons  at  each 
income,  whereas  it  has  been  usual  to  show  the  aggregate  numbers 
above  an  assigned  income  when  this  formula  has  been  used.  The 
marks  show  the  actual  numbers  of  abatements,  whereas  the  slant 
line  is  drawn  for  the  corrected  numbers  of  incomes. 


NOTE  IV 

Death  Duty  Statistics 

Computed  from  the  56th  Report  of  the  Commiflsioners 

Number  of  estates  of  various  values:  — 

1.  Actual.  Average,  passing  at  death,  for  the  years  1907-08  to 
1912-13,  which  is  very  nearly  the  same  as  the  number  in  1912-13. 
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2.  Calculated.  By  Pareto's  Law,  taking  the  number  above 
£100,000  to  be  290  and  their  average  value  to  be  £297,000.  Then 
a^lJS  and  k^  A  «  9.9624. 

Numbers 


RaBfe 

Actual 

Over  £1,000,000 

OOO's 

8i 

9 

£760         to 

£1,000 

5i 

4 

500 

760 

12 

7i 

250          " 

500 

61 

53i 

150 

250 

90 

85 

100 

160 

123 

132 

75 

100 

138 

156 

60 

75 

292 

371 

25 

50 

884 

1,503 

10          " 

25 

2,376 

6,850 

The  Law  ceases  to  accord  with  the  facts  at  about  £150,000  capital. 
This  may  be  connected  with  the  change  at  about  £55,000  in  Note 
ni.  In  both  cases  the  numbers  at  the  higher  ranges,  of  income  or 
of  capital,  are  smaller  than  would  be  expected  from  a  study  of  the 
lower  ranges. 

The  connection  between  the  capital  passing  and  unearned  income 
taxable  teems  with  difficulties.  Thus  there  are  321  persons  paying 
tax  on  incomes  of  over  £55,000,  but  only  9  millionaires  dying  per 
annum.  Again,  full  tax  is  paid  on  £632,000,000  per  annum,  and 
this  might  be  expected  to  contain  only  earned  income  of  persons 
having  over  £3000  a  year;  but  only  £280,000,000  in  all  passes  at 
death  per  annum,  which  is  held  to  correspond  to  24  times  that  smn 
(Stofistuxa  Journal,  1908,  p.  74),  so  that  reckoning  interest  at  4}% 
the  mcome  from  property  would  be  £280,000,000. 

Because  of  these  difficulties,  no  direct  use  has  been  made  of  these 
statistics  in  this  paper. 


NOTE  V 

STATISnCB 

OP  "Eabnbd 

"  Income 

From  56th  Report,  Table  93 

Eained 

Inoome  taxable 

atM. 

Unearned 

Income  taxable 

atl«. 

Total 
£000.000^ 

1907-08 

188 

, , 

612 

799 

1908^00 

197 

627 

824 

u. 

U.2d. 

1909-10 

207 

7 

608 

822 

191(^11 

212 

11 

615 

838 

1911-12 

221 

13 

632 

866 
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See  Note  I  for  the  causes  of  the  different  rates  of  tax. 

Owing  to  various  reasons  the  incomes  named  do  not  belong 
exactly  to  the  fisca  years  against  which  th^  are  given.  The  in- 
comes as  given  are  before  abatements  are  subtracted. 

From  52d  Report,  p.  139,  note:  repeated  in  53d  Report.  Tax  at 
M.  was  allowed  in  i4>proximately  three-quarters  of  a  million 


From  56th  Report,  Table  126.    [Corresponding  tables  are  given  in 
previous  reports.] 

ASSBSBMBMTO  ON  InOOMBS  OP  EmPLOT^.      1911-12 


IUD«e 

Number 

Amount  in 
£000.000*8 

£160-400 

364,000 

400^500 

29,300 

112 

SOO-^OO 

14,400 

600-700 

8,000  J 

700-1,000 

13,500 

11 

1,000-2,000 

7,700 

11 

2,000-3,000 

1,100 

3 

3,000-4,000 

300 

1 

4,000-5,000 

200 

1 

5,000  and  above 

200 

2 

Totals 

438,700 

142 

Firms  assessed 

54,700 

84 

Pbbsons  (not  employ6i)  assessed 

45,200 

111 

Grand  totals 

538,600 

£337  million 

This  table  shows  the  number  of  personal  assessments  under 
Schedules  D  and  £,  as  distinguished  from  companies,  public  loans, 
etc.,  and  ownership  of  land  and  houses  and  occupation  of  land. 

It  is  not  possible  to  say  what  part  of  the  income  of  persons  (not 
employ^)  and  firms  is  "  earned  "  and  what  part  is  taxed  as  un- 
earned. 

Since  firms  are  formed  by  different  numbers  of  partners,  it  is  not 
possib  e  to  g^ve  the  numbers  of  persons  in  them  nor  any  data  as  to 
individual  incomes. 

More  assessments  than  one  are  frequently  made  on  the  same 
person,  if  his  income  arises  from  various  sources. 

We  cannot  then  connect  in  detail  Tables  93  and  126,  and  cannot 
distribute  the  earned  income  by  amounts.  But  it  is  clear  that  a 
considerable  part  <^  the  £250  millions  under  £700  is  earned. 
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THE   DEVELOPMENT   BY  COMMISSIONS  OF 

THE  PRINCIPLES  OF  PUBLIC  UTILITY 

VALUATION 

SUMMARY 

Theories  of  valuation  in  prooess  of  devdopnient  by  Commissions, 
260.  —  Plant  and  equipment.  "  Reproductive  "  value  or  original  cost  7 
271.  —  TVeatment  of  land  value;  peculiar  position  of  St.  Louis  and 
New  York  Commissions,  274.  —  Pavements,  279.  —  Overhead  chaiges; 
two  methods  of  computing,  281.  —  Development  expense  and  going 
values;  Wisconsin  method  and  New  York  method,  284.  —  Peculiar 
method  in  New  Jersey,  287.  —  Conclusion,  291. 

The  Supreme  Court  of  the  United  States  has  estab- 
lished the  principle  that  a  public  utility  is  entitled  to  a 
reasonable  return  upon  the  fair  value  of  the  property 
being  used  in  the  public  service^  and  that  the  question 
of  such  reasonableness  is  a  matter  for  judicial  review. 
It  has  failed,  however,  to  formulate  any  definite  prin- 
ciple as  to  what  constitutes  the  fair  value  of  a  property 
for  rate  making,  other  than  to  point  out  that  certain 
factors  must  be  given  consideration,^  and  to  say  that 
the  value  which  should  be  used  as  a  basis  for  rates  is  the 
value  of  the  property  at  the  time  it  is  being  used.' 

In  spite  of  the  indefiniteness  in  the  decisions  of  the 
Supreme  Court,  there  are  being  developed  in  the  United 
States  at  the  present  time  well  defined  precedents  and 
usages  in  the  valuation  of  public  utilities  for  rate  mak- 
ing purposes.  Theories  of  valuation  are  being  devel- 
oped by  the  public  service  commissions,  to  whom  the 
legislative  bodies  have  delegated  the  regulatory  power. 

>  8myt]My.A]iMi.l60U.&4a6. 

>  S«i  DiAgD  Uod  ftnd  Town  Co.  t.  Nfttkmal  <^,  174  U.  8.  780. 
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It  is  to  the  decisions  of  the  commissions  which  regulate 
rates  that  one  must  look  for  the  development  of  theo- 
ries of  valuation,  in  their  intricate  details  and  refine- 
ments. The  purpose  of  this  paper  is  to  describe  and 
compare  some  of  the  principles  of  valuation  for  rate 
making  purposes  developed  by  some  of  the  leading 
public  utility  commissions  in  the  United  States.^ 

It  is  noteworthy  that  the  Massachusetts  Board  of 
Gas  and  Electric  light  Commissioners,  the  oldest  rate 
making  commission  in  the  United  States,'  has  contrib- 
uted nothing  to  the  theory  of  valuation.  No  specific 
appropriation  has  ever  been  given  to  the  Board  for  the 
purpose  of  making  valuations,  and  no  organization  has 
ever  been  created.  Since  its  organization,  the  Board, 
under  legislative  direction,  has  imposed  restrictions 
upon  the  issue  of  securities.  It  has  been  customary  to 
base  an  estimate  as  to  the  amount  upon  which  the  com- 
pany should  be  permitted  a  reasonable  return,  upon  the 
amount  of  securities  which  have  been  approved  by  the 
Board  or  which  might  have  been  so  approved.  There- 
fore this  commission  has  seldom  made  valuations,  and 
when  it  has  based  a  rate  to  the  consumer  upon  the  value 
of  the  property,  it  has  failed  to  indicate  the  principle 
by  which  it  arrived  at  a  valuation.  But  other  state 
and  municipal  public  utility  commissions,  all  of  which 
have  been  established  since  1907,  have  developed  a 
considerable  body  of  theories  and  principles  of  valua- 
tion. 

>  The  oommiariona  of  the  vaiioue  statoe  whkh  pobmsb  some  powers  of  resnlataDn  of 
railrooda  only  m  not  referred  to  in  this  paper.  Only  '*  publlo  utility  oomunissions  '* 
•re  included,  that  is,  those  possesrinc  power  over  sereral  utilities.  The  California  and 
Wisoonsin  Railroad  Commisstons.  herein  referred  to,  have  wide  powers  of  ragulatiott  of 
various  utilities. 

I  The  MaseaohusettB  Railroad  Commission  was  established  in  1860,  but  it  oannot 
fix  rates,  its  powers  being  only  reoommendatoiy.  The  Board  of  Gas  CommiarfoDBiB 
was  organised  in  1885,  and  in  1887  was  re-organised  into  the  Board  of  Gas  and  Eleetrie 
Light  Commissioners. 
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Plant  and  Equipment 

The  general  rule  is  to  appraise  plant  and  equipment 
at  its  present,  or ''  reproductive/'  value.  This  amount 
is  arrived  at  in  various  ways,  sometimes  by  a  valuation 
conducted  by  engineers  in  the  regular  employ  of  the 
commission,  sometimes  by  the  testimony  of  expert 
witnesses  familiar  with  the  particular  business  and  plant 
values  therein,  sometimes  by  a  valuation  conducted 
both  by  engineers  for  the  company  and  for  the  commis- 
sion. In  the  two  cases  last  named,  the  amoimt  often 
represents  a  compromise.  Whatever  the  method,  the 
amoimt  accepted  is  presumed  to  represent  proximately 
the  depreciated  value  of  the  plant  and  equipment 
owned  by  the  company,  at  the  existing  prices  of  land, 
labor  and  materials. 

The  St.  Louis  Public  Service  Commission,  however, 
which  has  proven  itself  probably  the  most  efficient  and 
successful  municipal  commission,  employs  the  original 
cost  theory,  and  is  its  leading  advocate.  In  its  valua- 
tion of  the  property  of  the  Union  Electric  light  and 
Power  Company  in  1911,  the  Commission  rejected  the 
theory  of  cost  of  reproduction,  saying  that  "  it  disre- 
gards the  actual  conditions  under  which  the  property 
was  produced,  and  sets  up  a  purely  hypothetical  case." 
Therefore,  instead,  the  Commission  assigned  to  each 
item  "  its  original  cost  in  place  and  ready  for  service." 
Again,  in  its  report  on  the  valuation  of  the  United 
Railways  Company,  in  November,  1912,  the  St.  Louis 
Commission  says  ^'  The  Commission  in  its  valuation 
has  relied  mainly  upon  original  cost  as  the  theory  most 
calculated  to  bring  about  a  just  result.  .  .  .  The 
Conmiission  believes  that  in  trying  to  determine  the 
amount  of  property  upon  which  a  public  service  com- 
pany is  entitled  to  a  reasonable  return  from  the  public 
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.  .  .  the  circumstances  under  which  that  property  was 
created  and  placed  in  the  public  service  should  be  taken 
into  account.  This  view  leads  us  to  the  use  of  the  orig- 
inal cost  theory  where  practical.  .  .  ."  ^  The  method 
by  which  the  original  cost  is  computed  by  the  Coin- 
mission  is  to  make  a  complete  detailed  inventory  of  the 
entire  physical  property,  and  then  assign  to  each  item 
its  original  cost,  based  upon  costs  as  taken  from  the 
contracts  in  the  files  of  the  company,  where  possible, 
and  when  no  such  contracts  are  in  existence,  on  esti- 
mates collected  by  the  Conunission's  engineers. 

While  the  New  Hampshire  Public  Service  Commis- 
sion has  not  yet  developed  a  theory  of  valuation,  it  is 
evident  that  it  regards  original  cost  as  an  extremely 
important  factor.  For  in  a  recent  rate  case,*  it  held 
that  it  was  xmnecessary  to  make  a  valuation  of  the 
property,  since  it  was  clear  that  the  original  cost  of  the 
property,  less  depreciation,  was  in  excess  of  the  amount 
upon  which  the  company  was  earning  a  return. 

In  rejecting  the  original  cost  theory,  the  Connecticut 
Public  Utility  Commission  says:  "  We  do  not  think 
that  the  original  cost  of  construction,  whatever  that 
may  have  been,  the  price  paid  for  the  line  by  the  com- 
pany, are  proper  standards  to  determine  the  value  of 
the  plant  and  equipment  for  which  the  company  is 
entitled  to  receive  a  fair  income,  but  that  the  cost  of 
reproduction  at  the  present  time  in  this  particular  case 
is  a  more  accurate  standard.''  *  This  reasoning  seems 
to  be  accepted  by  the  commissions  of  the  following 
states,  all  of  which  base  their  valuations  upon  present 
or  reproductive  value:    Calif omia,  New  Jersey,  New 

1  Baport  on  the  United  Railways  Company  of  St.  Loaia»  by  the  St.  Louit  Foblit 
Service  Conuniarion,  1012,  p.  12. 

*  In  Brown  et  al.  ▼.  Eietsr,  Hampahire  and  Amea  Street  Railway,  Report  of  New 
Hampihiie  Pnblio  Servioe  GommiMlon,  1012.  p.  130. 

*  Firrt  Report,  Conneotiout  PobUo  UtOitiaa  Conuniaaion,  1912,  p.  zmri. 
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York,  Maryland,  and  Wisconsin,  and  also  by  the  Board 
of  Public  Utilities  of  Los  Angeles. 

Which  of  these  principles  is  the  more  nearly  just  ? 
In  the  opinion  of  the  author,  either  is  fair,  if  accom- 
panied by  an  appropriate  return.  The  rate  of  return, 
however,  should  depend  upon  which  of  these  methods 
is  adopted.  If  present  value  is  to  be  taken,  the  result 
is  that  the  company  will  be  called  upon  to  bear  the 
burden  of  any  decrease  in  the  value  of  its  property,  and 
to  accept  a  lessened  return  because  of  such  depreciation. 
It  is  true  that  the  company  will  also  be  entitled  to  the 
benefit  of  any  appreciation.  Yet  the  amount  upon 
which  it  may  earn  a  return  in  the  future  is  indefinite 
and  uncertain.  The  rate  of  return  should  therefore 
be  sufficient  to  compensate  the  corporation  for  assum- 
ing this  risk.  In  some  cases  it  may  be  that  the  possi- 
bility of  increased  value,  due  to  the  ownership  of  land, 
will  more  than  offset  the  possibility  of  a  lessened  value 
of  the  other  property.  But  land  does  not  ordinarily 
represent  a  large  portion  of  the  value  of  municipal  util- 
ities, operating  in  the  public  highways.  Whenever  a 
company  is  called  upon  to  assume  a  risk  as  to  the  future 
value  which  will  be  placed  upon  its  property,  that  risk 
should  be  given  proper  consideration  in  establishing  the 
rate  of  return  to  be  permitted.  If,  however,  origmal 
value  is  to  be  applied,  then  the  company  will  be  freed 
from  any  risk  a^  to  future  fluctuations  in  the  value  of 
its  property,  since  the  amount  upon  which  it  may  ex- 
pect a  return  is  established  once  and  for  all.  In  such 
case,  the  rate  of  return  permitted  should  properly  be 
somewhat  less.  Theoretically,  either  method  of  valua- 
tion is  fair,  if  the  rate  of  return  is  regulated  accordingly. 
Practically,  however,  the  theory  of  present  value  is 
much  easier  to  apply,  since  but  few  corporations  have 
records  by  which  to  prove  the  original  cost.    The  repro- 
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ductive  theory  also  seems  much  more  in  harmony  with 
the  decisions  of  the  courts. 

The  rapid  increase  in  the  value  of  land  in  large  cities 
has  given  rise  to  the  feeling  that  the  public  should  not 
be  taxed  to  give  a  return  to  the  companies  upon  in- 
creased land  values,  which,  it  is  argued,  have  been 
created  by  the  public.  This  question  presents  itself 
with  much  more  force  in  the  valuation  of  railways, 
which  own  their  rights  of  way,  than  with  the  mimicipal 
utilities,  which  simply  operate  in  the  public  highwasrs. 
Nevertheless,  the  question  of  the  proper  treatment  of 
land  is  becoming  an  important  one  in  the  valuation  of 
utilities  of  the  latter  kind,  since  they  must  own  more  or 
less  land  in  order  to  operate  their  business. 

As  a  rule,  the  commissions  have  followed  the  same 
principle  in  the  treatment  of  land  which  they  employ 
in  the  valuation  of  plant,  t.  6.,  valuation  at  its  repro- 
ductive value.  The  Wisconsin  Railroad  Commission 
justifies  itself  in  thus  permitting  the  companies  to  de- 
rive the  benefit  from  increases  in  land  values  by  de- 
claring that  such  appreciation  is  of  a  kind  which  is 
regarded  as  right  and  proper  in  other  undertakings,  and 
which,  therefore,  ought  not  to  be  denied  to  public  service 
corporations.^  With  but  two  known  exceptions,  all 
the  commissions  have  followed  the  Wisconsin  practice. 

The  two  commissions  which  have  differentiated  in 
their  treatment  of  land  and  of  physical  plant  are  the 
St.  Louis  Commission  and  the  New  York  First  District 
Commission.  Each  of  them  employs  a  different  method 
and  each  method  is  inconsistent  with  itself.  The  New 
York  First  District  Commission  adopts  the  method  of 
including  the  estimated  future  increase  in  land  value 
in  the  income  of  the  companies,  when  establishing  rates 
to  the  consumer.     This  ia  justified  on  the  ground  that 

>  Wiaoonria  Baflrotd  Commlwion  Report,  toL  It,  p.  670. 
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"  if  depreciation  is  a  debit,  appreciation  is  a  credit/' 
The  Commission  points  out  that  it  allows  on  physical 
property  a  depreciation  rate  for  the  future  which  is 
based  upon  past  depreciation.  This  it  makes  a  charge 
against  income,  in  establishing  a  rate  which  will  give  a 
fair  return  to  capital  value.  It  maintains  that  there- 
fore an  estimate  of  the  future  appreciation  in  value  of 
the  property  should  be  placed  as  a  credit  to  the  future 
estimated  income.  The  estimate  of  future  appreciation 
is  to  be  based  upon  the  past  increase  in  the  land  values, 
the  average  rate  of  appreciation  being  seeing  by  sub- 
tracting the  original  cost  of  the  land  from  its  present 
value  and  dividing  this  amount  by  the  number  of  years. 
The  rate  of  appreciation,  however,  is  to  be  estimated  in 
the  light  of  the  existing  trend  of  prices.  The  Commis- 
oon  realizes  that  this  method  can  give  but  an  estimate 
of  future  appreciation,  but  expresses  itself  as  being 
willing  to  grant  rehearings  in  case  its  estimates  do  not 
work  out.  The  Commission  says:  *  "  If  property  is 
to  be  taken  at  its  depreciated  value  where  it  has  depre- 
dated, an  entry  must  regularly  be  made  in  estimated 
(^lerating  expenses  equal  to  the  average  annual  depre- 
cation. Conversely,  if  land,  or  any  other  property 
iHiieh  generally  appreciates  in  value,  is  to  be  taken  at 
itB  appreciated  value,  then  an  entry  must  be  made  in 
the  estimated  receipts  equal  to  the  average  appreciation. 
Unless  this  is  done,  it  is  obvious  that  the  consumer  will 
be  burdened  with  all  the  estimated  decreases  in  assets 
but  not  credited  with  the  increases  in  assets."  This 
theory  was  also  explained  at  length  in  a  later  case,  in 
iHiich  the  Commission  said:*  '^  In  determining 
q«ating  expenses,  an  allowance  was  made  to  meet 
dqxreciation  as  a  charge  against  income,  for  rates  should 


*  h  rt  Qm  ft  ffliiiiiilo  BatM  of  the  Qomdi  Borough  Gm  mmI  KtooUlo  CompAay, 
M.  I.  P.  &  C^  Ut  Dtat  N.  Y..  June  2S»  1911. 

( Co..  no.  2,  P.  S.  C.  1st  Dist.  N.  Y..  October  20.  1211. 
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be  such  that  the  consumption  of  capital  may  be  offset 
by  deductions  from  income.  If  these  processes  are 
correct,  it  follows  that  appreciation  should  be  placed 
as  a  credit  to  the  estimated  income.  It  is  indisputable 
that  if  depreciation  is  a  debit,  appreciation  is  a  credit.'' 

The  essence  of  the  scheme  is  to  deny  to  the  companies 
the  advantage  of  increases  in  land  values.  If  such 
increases  occur,  the  increase  is  to  be  computed  as  part 
of  income,  and  thereby  to  lessen  the  charges  to  the 
consumer.  In  all  fairness  and  justice,  the  Conunission 
would,  therefore,  find  itself  compelled  to  follow  the 
reverse  principle:  if  there  are  decreases  in  land  values, 
charge  them  to  operating  expense,  and  thereby  increase 
the  chaises  to  the  consumer.  This  means,  so  far  as 
land  is  concerned,  that  its  value  is  in  reality  to  be  es- 
tablished at  its  value  at  the  time  of  the  first  valuation 
by  the  Conunission.  From  that  time  on,  there  can  be 
no  increase  or  decrease  in  its  value  which  will  materially 
affect  the  company's  finances.  It  is  the  consumer  who 
is  to  be  affected,  advantageously  by  increases  in  land 
value  and  disadvantageously  by  decreases  in  land  value. 

Apply  this  principle  to  a  new  utility  plant.  The 
result  is,  in  effect,  that  the  land  value  is  permanently 
established  at  its  original  value  (to  the  company). 
True,  the  land  value  may  increase,  and  the  company 
will  be  permitted  to  earn  a  return  upon  the  increased 
valuation.  But  this  will  be  offset  by  including  in  the 
company's  earnings  the  amoimt  of  the  increased  land 
value,  thereby  lessening  the  amoimt  which  the  con- 
sumers must  pay,  so  that  the  company  is  no  better  off 
than  if  its  land  had  not  increased  in  value.  Likewise, 
the  land  value  may  diminish,  and  the  company  will  be 
permitted  a  return  only  upon  the  diminished  valuation. 
But  this  seeming  loss  to  the  company  will  be  offset  by 
adding  it  to  the  operating  expenses,  above  which  the 
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consumers  must  pay  a  reasonable  return  upon  the  com- 
pany's property.  Therefore,  the  company  is  no  worse 
off  because  of  its  decreased  land  values.  This  plan  is  a 
virtual  acceptance  of  the  original  value  theory,  if  applied 
to  a  new  utility,  or,  if  applied  to  a  company  which  is 
being  evaluated  for  the  first  time,  but  which  has  been 
operating  previously,  what  might  be  called  ''  the  exist- 
ing and  unchanging  valuation." 

The  inconsistency  lies  in  that  the  New  York  First 
District  Commission  does  not  apply  such  a  principle  of 
valuation  to  other  property.  Throughout  its  decisions 
it  appraises  the  other  property  on  a  basis  of  its  present 
value,  t.  e.,  its  reproductive  value  at  the  time  of  evalu- 
tion,  which  permits  fluctuation.  In  other  words,  it 
applies  a  theory  by  which,  in  effect,  the  value  of  land 
may  not  change,  whereas  the  value  of  physical  plant 
may. 

The  St.  Louis  Commission  is  also  guilty  of  incon- 
sistency in  its  treatment  of  land.  This  Commission,  as 
ahready  pointed  out,  employs  the  original  cost  principle 
in  appraising  the  physical  plant.  Curiously  enough,  it 
rejects  this  principle  in  its  valuation  of  land,  and  uses 
present  value.  In  its  valuation  of  the  property  of  the 
Union  Electric  light  and  Power  Company  (1911)  the 
Commission  offers  no  explanation  whatever  for  its 
differentiation  between  land  and  physical  equipment 
aside  from  the  statement  that  ''  Inasmuch  as  the  land 
is  used  in  serving  the  public,  and  if  not  so  used  could  be 
realized  upon  by  the  company  at  its  present  value,  it 
seems  only  fair  that  this  present  value  should  be  the 
basis  for  estimating  the  amoimt  of  return  which  the 
company  is  entitled  to  earn."  But  such  a  statement, 
it  is.  obvious,  would  be  equally  true  of  aU  the  other 
physical  property  of  the  company,  which  the  Commis- 
sion valued  at  its  original  cost.     In  its  valuation  of  the 
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property  of  the  United  Railways  Company,  in  1912, 
the  Commission  again  made  the  same  differentiation  in 
the  treatment  of  physical  property  and  land,  and 
offered,  as  a  justification,  the  fact  that  '^  real  estate,  in 
American  cities  at  least,  is  aknost  certain  to  rise  in 
value,''  whereas  in  the  case  of  buildings  and  plants 
^'  the  fluctuations  in  price  are  imcertain  and  generally 
small  and  compensating.''  Therefore,  argued  the  Com- 
mission, this  rise  in  the  value  of  real  estate  was  presum- 
ably part  of  the  inducement  to  make  the  investment, 
and  should  be  recognized  as  a  legitimate  gain  of  the 
company.^  It  would  seem,  however,  that  the  certainty 
of  a  great  appreciation  of  real  estate  in  the  cities  would 
be  sufficient  reason  why  such  discrimination  should  not 
be  made,  if  the  public  is  to  be  safeguarded.  The  incon- 
sistent method  of  the  St.  Louis  Commission  is  one  which 
is  likely  to  prove  extremely  advantageous  to  utility 
companies,  since  the  original  cost  of  physical  equip- 
ment and  plant,  several  years  after  its  purchase,  would 
very  often  greatly  exceed  its  present  value,  while  the 
present  value  of  land  would  generally  be  much  higher 
than  its  original  cost.  The  inconsistency  of  the  New 
York  First  District  Commission  is  one  likely  to  prove 
disadvantageous  to  the  companies,  since  the  original 
cost  of  urban  land,  several  years  after  its  purchase, 
would  be  likely  to  be  much  less  than  its  present  value, 
while  the  present  value  of  physical  equipment  would 
often  be  much  less  than  its  original  cost.  In  other 
words,  imder  the  St.  Louis  plan  the  utility  company  has 
both  ends  of  the  stick;  imder  the  New  York  method, 
both  ends  of  the  stick  are  with  the  public. 

This  paper  makes  no  argument  for  the  principle  of 
original  cost  or  for  that  of  present  value.  As  already 
pointed  out,  the  justice  of  either  depends  upon  what 

>  B«poH  on  tiM  United  BaOwaji  CompMiy  of  Si.  Lonis  by  the  St.  Lode  Piiblie 
Servlee  Coaunkrion.  lOlS.  p.  28. 
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theory  as  to  a  reasonable  rate  is  to  be  adopted*  But 
whichever  principle  is  applied  should  be  applied  con- 
sistently. If  land  is  to  be  valued  differently  than  other 
physicflA  property,  the  commission  doing  so  must 
assume  the  burden  of  showing  cause  for  such  discrimi- 
nation. This  both  the  St.  Louis  and  the  New  York 
First  District  Conmiission  have  failed  to  do. 


Pavements 

The  fact  that  pavements  have  been  laid  after  the 
pipe-lines  or  conduits  of  utility  companies  are  in  the 
groimd  gives  rise  to  some  questions.  In  such  cases,  if 
the  policy  of  present  valuation  is  adhered  to,  ought  not 
the  value  of  the  plant  to  be  estimated  upon  a  basis  of 
what  it  would  cost  to  reproduce  it  imder  the  present 
conditions,  with  pavement  in  the  street  ?  It  is  evident 
that  if  this  method  of  appraisal  is  adopted,  valuations 
will  be  greatly  enhanced.  This  claim  was  first  ad- 
vanced by  the  Consolidated  Gas  Company  of  New 
York,  in  the  well-known  "  Eighty  cent  gas  case."  *  It 
has  been  advocated  by  utility  corporations  before  sev- 
eral commissions  within  the  past  few  years,  upon  the 
basis  of  the  decision  of  the  United  States  Supreme  Court 
in  the  above  case.  In  discussing  land  valuation,  the 
Court  said:  "  If  the  property  which  legally  enters  into 
the  consideration  of  the  question  of  rates  has  increased 
in  value  since  it  was  acquired,  the  company  is  entitled 
to  the  benefit  of  such  increase."  But,  the  Court  did 
not  find  it  necessary  in  this  case  to  pass  upon  the  claims 
of  the  company  on  pavement  valuation,  and  the  com- 
missions have  apparently  believed  that  pavements  are 
not  "  property  which  legally  enters  into  the  question 
of  rates." 

1  WOeos  T.  GoBnUdAied  Gm  Compaay,  S12  U.  &  19. 
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The  Wisconsin  Commission  refuses  to  allow  any 
additional  valuation  for  pavement  where  the  company 
has  not  paid  for  it,  or  incurred  any  expense  for  it,^  altho 
admitting  that  expenditures  for  pavements  incurred 
because  of  assessments  levied  by  the  city,  and  the  cost 
of  cutting  pavement  in  order  to  lay  mains  and  that  of 
replacing  such  pavement,  are  legitimate  capital  charges. 
The  New  York  First  District  Commission  takes  the 
same  position,  saying;  *  ^'  If  this  theory  (inclusion  of 
pavement  values)  is  correct,  citizens  must  consider  in 
connection  with  every  civic  improvement  its  effect 
upon  rates  for  gas,  electricity,  telephone  service,  water, 
transportation,  and  every  other  service  which  involves 
the  use  of  the  subsurface  of  the  streets.  If  such  im- 
provement increases  the  cost  of  reproducing  the  under- 
taking supplying  the  service,  higher  rates  will  thereby 
be  justified  than  would  be  reasonable  before  such  im- 
provement be  made.  .  .  .  The  cost  of  reproduction 
method  may  be  the  only  method  which  can  be  used  in 
some  instances,  but  to  follow  it  to  the  last  extremity  in 
all  cases,  ignoring  all  other  considerations,  not  only 
leads  to  absurd  conclusions,  but  runs  coimter  to  judicial 
decisions."  The  New  Jersey  Commission  also  refuses 
to  make  allowance  in  valuation  for  paving  ''  laid  subse- 
quent to  the  installation  of  the  mains,  and  not  paid  for 
by  the  company." »  The  California  Commission  * 
refuses  to  allow  any  amoimt  ''  for  tearing  up  and  re- 
laying pavement  in  excess  of  the  amount  actually 
expended  therefor."  This  mode  of  treatment  is  also 
followed  by  the  St.  Louis  Conunission.     The  author 

1  Ripon  light  and  Water  Company,  1910,  Wisoonsin  RaOraad  Commi«ion  Re- 
port!, vol.  V,  p.  1. 

•  Mayhew  ▼.  Kings  Ckninty  lighting  Co.,  no.  2,  P.  8.  C,  Ist  Ditt.  N.  T.,  deeided 
October  20. 1911. 

s  In  the  matter  of  rates  of  Public  Service  Gas  Co.,  New  Jersey  Publio  UtiUties  Com- 
mission, Reports  for  1912,  p.  81. 

*  aty  of  Palo  Alto  r.  Palo  Alto  Qas  Co.,  decided  March  12,  1918. 
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knows  of  no  commission  which  has  allowed  an  increased 
valuation  to  property  because  of  the  presence  of  pave- 
ment not  in  existence  when  the  property  was  put  in 
place  and  not  paid  for  by  the  company.  The  fact  that 
the  commissions  have  developed  a  course  of  action  on 
the  subject  of  allowances  for  pavements,  the  reverse  of 
what  might  naturally  be  expected  as  the  logical  inter- 
pretation of  the  decision  in  the  Consolidated  Gas  case, 
is  an  encouraging  indication  of  the  tendency  of  the  com- 
missions to  develop  independent  courses  of  action,  and 
to  decide  economic  questions  not  by  a  blind  application 
of  precedent  but  by  independent  reasoning.  And  cer- 
tainly the  attitude  of  the  commissions  concerning 
pavements  is  soimd.  To  penalize  citizens  by  permit- 
ting a  higher  utility  rate  because  they  have  decided  to 
tax  themselves  to  lay  pavements  in  their  own  streets 
Would  be  a  reducbio  ad  absurdum  of  the  present  value 
theory. 

Overhead  Charges 

Certain  items,  usually  called  overhead  charges^ 
should  be  added  to  the  cost  of  material  and  labor  in 
order  to  get  the  true  valuation  of  the  property.  The 
Maryland  Public  Service  Commission  is  the  one  com- 
mission which  thus  far  has  refused  to  make  any  allow- 
ance for  intangible  elements.  Altho  it  has  made  several 
valuations  of  large  properties,  the  most  important  being 
the  Chesapeake  and  Potomac  Telephone  Company  of 
Baltimore  and  the  Consolidated  Gas,  Electric  light 
and  Power  Company  of  Baltimore,  it  has  included,  up 
to  the  present,  in  its  valuations  nothing  but  the  physical 
or  structural  values.  But  the  necessity  of  allowing  for 
overhead  and  intangible  elements  is  generally  recog- 
nized by  the  other  commissions. 
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Two  methods  of  computing  the  overhead  charges  aie 
in  use:  (1)  to  compute  accurately  the  expense  involved 
for  all  overhead  purposes;  (2)  a  percentage  "  allow- 
ance ''  to  be  added  to  the  structural  value. 

The  first  method  is  that  employed  by  the  New  York 
First  District  Commission.  Its  basis  for  estimating 
the  proposed  amoimts  of  allowable  overhead  charges  is 
to  add  to  the  physical  valuation  the  following  items:  ^ 
(1)  Expenses  of  supervising,  engineering,  contractor's 
profit,  etc.  (2)  Expenses  of  promotion,  organization 
and  development  of  the  company.  (3)  Expenses  of 
interest  and  taxes  during  construction.  (4)  Working 
capital.  AU  the  above  are  regarded  by  the  Ck>nmiission 
as  legitimate  items  to  be  included  in  the  valuation. 
The  amounts  to  be  allowed  are  obtained  from  records 
as  far  as  possible.  When  the  records  are  missing,  the 
estimates  are  based  on  general  knowledge  and  experi- 
ence, and  an  effort  is  made  to  arrive  at  a  sum  which  will 
represent  what  was  actually  spent  or  might  have  been 
expended  for  these  purposes.  This  practice  is  also 
largely  followed  by  the  St.  Louis  Commission,  which 
arrives  at  its  allowance  for  interest,  taxes  and  insurance 
during  construction,  by  ascertaining  the  actual  expen- 
diture of  the  companies  as  indicated  by  the  companies' 
books,  the  tax  records,  and  other  available  data. 

The  second  method  is  represented  by  the  practice  of 
the  Wisconsin  Conmiission,  which  generally  allows 
12%  on  the  reproduction  cost  to  cover  overhead  charges. 
In  the  City  of  Ripon  case  *  the  Commission  explained 
that  its  figure  of  12%  is  made  up  as  follows:  5%  for 
engineering  and  superintendence;  4%  for  interest 
during  construction;    3%  for  organization  and  1^ 

>  QuaenB  Boroush  On  A  Eleotrio  Co..  no.  2,  P.  8.  C,  Ist  Dist.  New  York,  Jnae  iS. 
1011. 

s  WiwoiMin  Railroad  Connmuiwoii  Reports*  vol.  ▼,  p.  18. 
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63^)611868.  Th6  Wisconsin  practice  of  allowing  12% 
was  followed  by  the  New  Jersey  Cominissioii  in  its  early 
cases.^  Recently,  however,  the  New  Jersey  Ck)mniis- 
sion  seems  to  have  adopted  a  new  figure  for  this  purpose, 
17.6%  which  includes  engineering,  supervision,  omis- 
sions, contingencies,  and  interest  during  construction. 
This  figure  appears  to  be  the  result  of  estimates 
submitted  by  five  different  engineering  firms,  and  is 
accepted  as  being  '^  the  fairest  estimate  of  all  these 
allowances."  *  The  percentage  method  is  also  followed 
by  the  Los  Angeles  Board  of  ^Public  Utilities,  which  in- 
cludes "  the  usual  20%  above  cost,  to  cover  engineering, 
supervision,  interest,  and  contingencies  during  con- 
struction." •  The  Califomia  Commission  in  railroad 
valuation  cases  is  accustomed  to  allow  5%  for  engineer- 
ing and  organization  expenses,  1%  for  legal  expenses, 
and  6%  interest  for  one-half  the  period  of  construction. 
Where  the  Commission  finds  that  it  may  have  over- 
looked items,  it  allows  an  additional  percentage  for 
contingencies,  ranging  up  to  5%. 

In  the  case  of  companies  which  have  been  recently 
organized,  or  which  have  reliable  records  and  accounts 
showing  past  expenditures,  doubtless  the  method  of 
exact  computation  followed  by  the  New  York  First 
District  Commission  and  the  St.  Louis  Commission  is 
the  more  desirable.  Conunissions  which  intend  to 
follow  this  practice  should  notify  companies  in  their 
jurisdiction  that  all  expenditures  for  such  purposes  in 
the  future  must  be  properly  charged  and  recorded,  if 
they  are  to  be  recognized  in  valuations.  In  the  case  of 
companies  whose  expenditures  for  these  purposes  ex- 
tend far  back  in  the  past,  and  which  have  not  records 

>  Report  of  N«w  Jersey  Publio  Utilitiea  Commiaaion  for  1011.  p.  100. 

•  Matter  of  Rates  of  PubUo  Serriee  Gas  Co.,  Dec.  26, 1012.  Third  Annual  Report 
of  tbe  Board  of  Public  Utilities  Ck>mmiasioner8  of  New  Jersey,  p.  246. 

*  Los  Anfeles  Board  of  Public  Utilities,  First  Annual  Report,  p.  60. 
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indicating  the  amounts  so  expended,  doubtless  all  that 
can  be  done  is  to  accept  some  percentage  basis  which 
will  give  an  approximation  to  amounts  properly  allow- 
able. It  would  seem,  however,  that  the  commissions 
might  reasonably  be  expected  in  the  future  to  evolve 
some  percentage  bases  for  this  purpose  which  will  be 
more  nearly  xmiform. 

Development  Expense  and  Going  Value 

If  the  corporations  are  to  receive  a  return  which 
would  be  only  sufficient  to  attract  capital  imder  present 
conditions,  what  is  to  be  done  regarding  the  deficit  or 
dearth  of  adequate  returns  during  the  early  years  of  the 
company's  history  ?  Are  these  not  a  part  of  the  in- 
vestment necessary  to  establish  the  business  ?  It  is 
evident  that  unless  such  losses  are  in  some  way  to  be 
made  up  to  the  companies,  private  capital  for  the  in- 
dustries will  not  continue  to  be  forthcoming.  Two 
methods  of  dealing  with  this  problem  have  been  ad- 
opted: (1)  The  Wisconsin  method,  which  is  to  add 
early  deficits  and  developmental  losses  to  the  valuation 
of  the  plant.  Such  losses,  therefore,  became  assets, 
upon  which  the  consumers  are  to  pay  a  return  permar 
nently.  (2)  The  New  York  First  District  Commis- 
sion's plan,  which  is  to  permit  the  company  to  charge 
in  later  years  a  rate  sufficient  to  offset  the  deficiencies 
below  a  fair  rate  in  the  early  years. 

The  Wisconsin  Conmiission  says,  in  justification  of 
its  method;  ^  "  These  early  losses  .  .  .  represent  the 
cost  of  the  business  in  very  much  the  same  way  as  that 
in  which  the  cost  of  construction  represents  the  cost  of 
the  physical  plant.  One  appears  to  be  as  legitimate 
and  necessary  a  part  of  the  cost  of  the  enterprise  as  the 

>  Wisooniiii  Raarcwd  CommiHloa  Roporto,  rol.  iii,  p.  eS4. 
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other."  The  Commission  questions  whether  the  New 
York  First  District  plan,  of  writing  off  such  amoimts  by 
charging  them  directly  to  consimiers  in  later  years,  is 
equitable,  since  by  this  method  the  charge  is  shifted 
from  all  consumers  to  a  part  of  them  only.  It  further 
holds  that  such  an  increase  in  rates  is  likely  to  retard 
^'  that  development  of  the  business  which  is  the  chief 
source  for  fut\ire  reductions  in  rates."  The  Commis- 
sion qualifies  the  application  of  this  principle  by  recog- 
nizing that  early  deficits  can  be  thus  treated  only  when 
the  conditions  under  which  they  were  incurred  are 
proper  ones.^  "  When  such  deficits  are  due  to  abnor- 
mal conditions,  or  are  due  to  bad  management,  defective 
judgment,  extravagance,  lack  of  ordinary  care  or  fore- 
sight, unduly  high  capital  charges,  and  other  causes  of 
this  nature,  it  is  manifestly  clear  that  they  should  be 
accorded  little  or  no  consideration,  in  either  the  valua- 
tion or  the  rates." 

Apparently  the  New  Jersey  Conmiission  also  accepts 
the  principle  of  adding  early  losses  to  the  valuation  of 
the  property,  for  in  explaining  what  it  means  by  "  going 
concern  value,"  which  it  adds  to  the  physical  valuation, 
it  says:  ''  It  may  include  the  cost  of  soliciting  business, 
cost  of  advertising,  and  also  the  dearth  of  adequate 
returns  during  the  early  developmental  years  of  the 
company."  *  The  St.  Louis  Commission  also  adopts 
this  principle,  and  in  its  valuation  of  the  property  of 
the  Union  Electric  light  and  Power  Company  allowed 
$1,000,000  for  this  purpose,  saying:  "These  initial 
losses  ...  are  in  fact  a  part  of  the  legitimate  invest- 
ment, and  should  be  permitted  into  the  earning  value 
as  a  part  of  the  investment."  »     The  California  Com- 

>  Wiaooiula  Raflroad  Reports,  vol.  iv,  p.  685. 

*  New  Jeney  Public  UtilitieB  Commission  Reports,  1912,  p.  246. 

*  Report  of  the  St.  Louis  Publio  Service  Commission  on  rate  for  light  and  power, 
1011,  p.  54. 
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mission  approves  of  the  doctrine  that  early  losses  should 
be  recouped  to  the  companies  in  some  way,  saying: 
"  That  there  are  certain  actual  costs  incurred  in  de- 
veloping the  business  during  its  early  stages,  for  which 
costs  the  utility  is  entitled  to  be  reimbursed,  .  .  . 
seems  too  obvious  for  argument."  The  Commission, 
however,  refuses  to  adopt  in  toto  either  the  Wisconsin 
or  the  New  York  method,  announcing  that  in  its  prac- 
tice '^  the  exact  method  to  be  pursued  .  .  .  will  depend 
upon  the  facts  in  the  particular  case."  As  a  matter  of 
fact,  however,  the  California  Commission  is  on  record 
as  following  the  Wisconsin  practice.^  In  a  recent  de- 
cision the  Conunission  included  in  the  valuation  of  the 
property  a  considerable  amount  to  cover  the  excess  of 
operating  expenses  over  receipts  for  the  first  year  and  a 
half  after  gas  was  served  by  the  company,  and  interest 
for  this  period  on  a  physical  valuation  of  the  property, 
and  other  expenses  incurred  in  developing  the  business.' 
The  objection  of  the  New  York  First  District  Com- 
mission to  this  plan  appears  to  be  that  thereby  any  close 
relation  between  the  valuation  used  for  rate  making 
and  the  actual  physical  value  of  the  plant  may  be  de- 
stroyed. The  Commission  holds  that  "  the  amount 
included  for  going  concern  should  be  limited  to  ex- 
penditures made  prior  to  the  time  when  operation 
begins,"  and  that  after  that,  the  various  expenses  which 
go  to  make  up  "  going  concern  "  should  be  charged  to 
operation.*  If  the  policy  results  in  losses  in  the  early 
years,  the  company  should  be  permitted  in  later  years 
to  charge  rates  sufficient  to  offset  its  deficiencies  below 
a  fair  return  m  the  early  years.    The  Commission  states 

I  City  of  Palo  Alta  ▼.  Palo  Alto  Gaa  Co..  deeided  Bianh  IS,  1918. 

<  Eiactly  how  maoh  the  Commfawinn  allowed  to  oorer  theae  itema  it  doaa  not  tlato, 
but  from  the  deoiaion  it  appean  that  it  was  about  98.000. 

s  Queexia  Borough  Gaa  A  Eleetno  Compaiiy  eaae.  decided  June  S3.  1911«  no.  S, 
P.  S.  C.  let  Diet.  New  York. 
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that  to  include  such  losses  in  the  valuation  of  the  prop- 
erty,  or  to  permit  them  to  be  capitalized  ''  is  absurd, 
leading  to  gross  over-capitalization/'  The  Maryland 
Commission  has  followed  the  New  York  practice,  and 
in  some  cases  where  early  losses  actually  occurred  it  has 
increased  the  rates  in  order  gradually  to  provide  for  and 
cover  such  losses.  But  in  no  case  has  it  permitted  the 
inclusion  of  such  losses  in  the  plant  valuation. 

Tl^e  Wisconsin  practice  seems  to  be  the  more  rational. 
If  the  early  deficits  incurred  in  order  to  build  up  the 
business  represent  the  cost  of  the  property  in  the  same 
sense  that  the  investments  in  material  equipment  do, 
then  the  natural  procedure  is  to  add  the  amount  of  such 
deficits  to  the  investment  in  equipment,  the  whole  to 
represent  the  total  investment  upon  which  the  com- 
pany is  entitled  to  a  return.  It  is  true  that  to  do  so 
means  that  a  return  upon  these  early  deficits  will  be 
saddled  permanently  upon  the  consumers.  But  if  such 
deficits  (assuming  them  to  represent  wise  expenditure) 
are  a  part  of  the  legitimate  and*  necessary  investment 
in  the  property,  this  is  certainly  proper.  The  New 
York  method  brings  a  discrimination  against  the  pres- 
ent consumers  as  compared  with  future  ones.  Why 
should  the  consumers  of  today  be  burdened  with  a 
higher  charge  for  the  purpose  of  recouping  to  the  com- 
pany one  part  of  its  investment  (early  losses),  any  more 
than  they  should  be  burdened  with  a  higher  rate  to 
recoup  the  value  of  its  land  or  buildings,  in  order  that 
the  consumers  of  tomorrow  may  not  be  required  to  pay 
a  return  upon  such  part  of  the  investment  ? 

Both  the  Wisconsin  and  the  New  York  First  District 
plans  contemplate  that  only  the  deficits  incurred  in 
developing  the  business  shall  be  made  up  in  some  way 
to  the  company.  An  entirely  different  method  of 
reasoning  is  applied  by  the  New  Jersey  Commission, 
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which  holds  not  only  that  early  deficits  should  be 
added  to  physical  value,  but  that  expenditures  to  get 
patronage  and  to  develop  the  business  should  be  in- 
cluded in  the  valuation,  whether  or  no  such  expendi- 
tures have  ever  been  recouped  to  the  company.  This 
theory  is  announced  in  its  boldest  form  in  the  Public 
Service  Gas  case^  decided  Dec.  26,  1912.  In  this 
case  the  Commission  annoimced  that  it  would  add 
about  thirty  per  cent  to  structural  value  for  "  going 
value,"  such  value  to  be  "  lai^ely  represented  by  the 
cost  of  developing  the  business,  as  distinct  from  the 
cost  of  securing  the  physical  structure."  The  Coromisp- 
sion  held,  "we  see  no  escape  from  the  necessity  of 
recognizing  the  intangible  property  designated  as 
'  going  concern  value,'  as  well  as  actual  physical  struc- 
tures similarly  obtained,  as  constituting  part  of  the 
present  lawful  possessions  of  a  public  utility,  even  tho 
both  the  tangible  and  the  intangible  values  were  built 
up  in  the  past,  out  of  rates  exacted  from  the  consumers. 
...  If  these  high  Yates  in  the  past  have  been  em- 
ployed by  the  company  to  acquire  intangible  property 
in  the  shape  of  extensive  patronage,  that  expectation 
of  patronage  is  theirs,  and  on  its  fair  value  the  company 
is  entitled  to  a  return.  The  '  going  concern  value  '  will 
then  be  lai^ly  represented  by  the  cost  of  developing 
the  business  as  distinct  from  the  cost  of  securing  the 
physical  structure."  The  principle  laid  down  is  that 
this  cost  of  "  developing  the  business  "  should  be  added 
to  the  value  of  the  physical  property,  even  tho  expendi- 
tures for  this  purpose  never  produced  a  deficit,  or  a  lack 
of  adequate  returns;  in  fact,  quite  regardless  of  what 
the  returns  of  the  company  in  the  past  may  have  been. 
"  The  going  concern  value  may  include  the  cost  of 
soliciting  business,  cost  of  advertising,  cost  of  inducing 

1  Beport  of  the  New  Jeney  Board  of  Publie  Utility  Oomminionevs  for  1912.  p.  846. 
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consumers  to  take  service,  cost  of  exhibiting  appliances, 
cost  of  occasional  free  installations,  etc/'  In  other 
words,  all  such  expenditures  in  the  past  are  to  be 
chained  to  capital  account,  even  tho  these  expenditures 
did  not  intrench  upon  a  fair  return.  And  this  is  be- 
cause, '^  a  plant  with  a  business  attached  has  a  value 
greater  than  the  value  of  the  mere  plant  without  the 
business  attached." 

This  scheme  represents,  in  the  purest  form,  the  capi- 
talization, not  simply  of  losses  or  deficiencies  below  a 
fair  return,  but  of  expenses.  If  all  expenditures  in- 
curred by  a  company  in  order  to  secure  and  establish 
its  business  are  to  be  added  to  capital  value,  then  prac- 
tically all  expenses  must  be  so  treated,  for  practically 
every  expense  is  incurred  either  to  get  or  to  hold  busi- 
ness. All  expenses  of  doing  business  are  surely  expenses 
incurred  in  order  to  hold  the  patronage,  and  are  there- 
fore responsible  for  the  fact  that  the  plant  has  a  "  busi- 
ness attached.''  The  amoimts  expended  for  fuel  with 
which  to  manufacture  gas,  the  salaries  of  officials,  the 
wages  of  employees,  the  cost  of  materials  used,  and  all 
other  legitimate  operating  expenses  have  been  incurred 
either  to  develop  or  to  hold  patronage,  and  therefore, 
to  "  establish  a  plant  with  a  business  attached."  For 
it  is  evident  that  if  these  expenditures  were  not  made, 
there  could  not  long  be  any  patronage.  It  is  obvious 
that  to  charge  all  operating  expenses  to  capital  would 
be  imthinkable.  But  no  differentiation  can  be  made 
between  the  cost  of  getting  patronage  and  the  cost  of 
serving  the  patronage,  since  without  the  service  the 
patronage  would  not  continue.  Both  are,  properly, 
operating  expenses. 

The  error  of  the  New  Jersey  Conamission  is  due  to 
their  imqualified  acceptance  of  the  premise  ''  a  plant 
with  a  business  attached  has  a  value  greater  than  the 
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value  of  the  mere  plant  without  the  business  attached.'' 
This  is  always  true  in  private  business,  but  in  the  regu- 
lation of  public  utilities  it  may  or  may  not  be  true.  If 
a  value  in  addition  to  physical  value  is  to  be  allowed 
merely  because  there  is  a  patronage  established,  it  is 
evident  that  such  value  cannot  depend  upon  the  rate 
which  the  company  is  permitted  to  charge,  for  this  in 
turn  must  depend  upon  the  valuation  allowed.  The 
New  Jersey  Conmiission  has  endeavored  to  avoid  this 
vicious  circle  by  computing  the  going  value  upon  the 
basis  of  what  it  actually  cost  the  company  to  build  up 
its  business.  But  it  is  evident  that  if  this  is  to  be  the 
basis  for  going  value,  then  the  cost  added  must  be  not 
the  gross  cost  but  the  net  loas,  i.  6.,  the  deficits  or  the 
lack  of  adequate  returns  due  to  developmental  expenses. 
For  it  is  only  this  amoimt  which  measures  the  bona  fide 
investment,  the  sacrifice  made  by  the  owners  of  the 
property,  in  order  to  build  up  its  business.  To  add  the 
total  expenditures  made  to  develop  the  business  re- 
gardless of  the  earnings  which  have  been  made  means 
that  all  other  operating  costs  incurred  in  the  past, 
whether  reimbursed  to  the  company  or  not,  should 
likewise  be  added  to  plant  value:  a  preposterous 
proposal. 

In  rate  cases  in  which  the  question  of  development 
expenses  in  the  past  arises,  the  fair  method  would  be 
to  ascertain  whether,  if  all  the  amoimts  claimed  to 
have  been  so  incurred  had  been  charged  against  operat- 
ing expenses,  the  rate  of  return  would  have  been  less 
than  a  reasonable  one.  If  not,  surely  these  amoimts 
should  not  also  be  added  to  capital  value.  And  devel- 
opmental expenses  to  be  incurred  in  the  future  should 
certainly  be  charged  to  operating  expenses.  However, 
if  income  is  not  sufficient  to  permit  these  items  to  be  so 
charged  without  encroaching  upon  a  fair  rate  of  return. 
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they  should  be  charged  to  capital  value  only  until 
earning?  become  sufficient  to  permit  the  other  arrange- 
ment. 

It  is  evident  from  the  various  methods  of  valuation 
herein  described  that  at  the  present  time  there  are  few 
principles  of  valuation  which  are  uniformly  applied  by 
all  the  commissions.  While  each  commission  regularly 
applies  its  own  principles,  the  principles  of  the  various 
commissions  are  in  conffict.  Yet  the  utility  companies, 
since  the  movement  for  the  establishment  of  state 
utility  commissions  which  really  began  in  1907,  have 
shown  little  desire  to  appeal  from  the  decisions  of  the 
commissions  to  the  courts.  None  the  less,  it  is  probable 
that  the  Supreme  Court  will,  in  the  not  far  distant 
future,  be  called  upon  to  definitely  decide  upon  some 
of  these  confficting  theories  of  valuation. 

Ralph  E.  Heilman. 

StATB  UNXVSB8ITT  OV  lOWA. 
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THE  SOCIAL  POINT  OF  VIEW  IN 
ECONOMICS.    II 

SUMMARY 

I.  "  Public  point  of  view  "  v.  "  social  point  of  view,"  293.  —  II. 
Value  and  the  social  point  of  view,  294.  —  Relativity  of  value,  296.  — 
Relation  to  exchange,  297.  —  Determination  of  value,  299.  —  Market 
V.  normal  value,  303.  —  Elasticity  of  demand,  305.-111.  Wealth 
and  the  social  point  of  view,  306.  —  The  definition  of  wealth,  308.  — 
rv.  Production  and  capital  from  the  social  point  of  view,  310.  —  The 
individualist's  concept  of  production,  311.  —  False  assumptions  con- 
cerning society,  312.  —  The  "  entrepreneur  viewjwint,"  314.  —  The 
technological  basis  of  production,  316.  —  V.  The  scientific  character  of 
the  social-individual  point  of  view,  319. 

In  the  preceding  article  I  raised  the  question,  What 
is  meant  by  "  the  social  point  of  view  "  ?  The  answer 
was  far  from  simple.  Four  main  concepts  of  society 
confront  one,  with  various  sub-varieties;  while,  what- 
ever concept  of  society  is  taken,  one  can  look  at  things 
either  through  the  eyes  of  an  individual  member  of  that 
society  or  from  the  standpoint  of  the  society  as  a  whole. 
If  one  takes  the  standpoint  of  society  as  a  whole,  one's 
"  social  point  of  view  "  depends  upon  whether  society 
is  considered  as  a  sum  of  mechanically  related  individual 
atoms,  or  as  an  organism  dominating  the  parts,  or  as  a 
more  or  less  consciously  co5perating  group  of  interde- 
pendent individuals.  In  a  similar  way,  if  one's  "  social 
point  of  view  "  be  taken  to  mean  that  of  an  individual 
in  his  relation  to  society,  it  will  be  very  different  in  case 
the  individual  is  a  self-determined  atom,  a  dependent 
organ,  or  a  mutually  determining  and  determined 
member,  —  independent  and  dependent.  I  reached 
the  conclusion  that  the  last  is  the  true  concept  of 
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society,  and  that  the  most  expedient  application  of  this 
concept  is  to  take  the  angle  of  vision  of  an  individual 
who  is  a  true  part  of  society  so  conceived.  Thus  I 
arrived  at  the  '^  social-individual  point  of  view." 


I.    "  PuBuc  "  V.  "  Social  " 

Before  taking  up  the  proper  burden  of  this  second 
article,  one  point  must  at  least  be  touched  upon  that 
might  well  have  been  discussed  before.  This  is  the 
relationship  between  the  "  public  "  and  the  "  social " 
I)oints  of  view.  Now,  the  meaning  of  the  former  lies 
in  the  mind  of  the  thinker,  but  generally  the  '^  public 
point  of  view  "  means  the  point  of  view  of  the  people  of 
a  government,  —  a  nation  or  other  political  unit.  As 
everyone  knows,  a  government  or  a  nation  is  not  the 
same  as  a  society,  nor  is  it  so  fundamental.  To  bring 
out  the  difference  in  a  concrete  way,  take  the  concepts 
of  "public  wealth"  and  "social  wealth."  By  the 
former  expression,  the  wealth  of  a  government  is  gen- 
erally meant,  —  "  public  property."  The  idea  of 
ownership  by  the  collective  body  of  the  people  of  a 
political  group  is  conveyed.  Even  if  used  more  broadly, 
it  must  mean  the  wealth  of  the  people  of  a  government. 
By  "  social  wealth,"  however,  we  mean  all  wealth  that 
is  consistent  with  society,  and  include  part  of  "  private 
wealth  "  as  well  as  "  public  wealth."  A  more  real  and 
living  —  tho  less  tangible  —  relationship  forms  the 
basis  of  society.  Society  and  individual  are  one  in 
a  sense  that  cannot  obtain  in  government,  —  unless 
government  and  society  concide.  Perhaps  public  v. 
private  should  be  the  main  line  of  division  in  "  Political 
Economy"  and  '' NcUionaloekonornie ^' ;  but  for  the 
science  of  economics  the  distinction  between  social  and 
individual  is  more  important. 
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In  the  following  pages,  the  attempt  will  be  made  to 
make  some  consistent  and  practical  application  of  this 
point  of  view.  It  will  be  applied  to  some  of  the  chief 
economic  concepts,  —  valuci  wealth,  capital,  etc.,  — 
with  the  purpose  of  arriving  at  definitions  rationally 
based  and  consistently  applicable,  for  such  definitions 
are  now  all  too  rare.  Incidentally  some  criticism  must 
be  passed  upon  ideas  which  the  conclusions  of  this  study 
would  supersede. 

II.    Value  and  the  Social  Point  op  View 

First,  it  may  be  well  to  take  up  the  most  important 
economic  concept,  value.  The  most  obvious  question 
is.  What  is  value  ?  And  here,  at  the  very  threshold  of 
the  analysis  one  meets  the  confusion  that  comes  when 
scientists  proceed  from  different  points  of  view  without 
appreciating  the  difference.  After  more  than  a  century 
of  thought  and  discussion,  economists  do  not  agree  as 
to  what  value  is. 

The  only  point  of  difference  I  will  mention  here 
concerns  the  relativity  of  economic  value.  While  a 
majority  of  English  speaking  economists  have  thought 
of  value  as  a  relative  thing  or  ratio,  there  are  those 
who  consider  it  to  be  an  absolute  thing  or  positive 
quantity.  For  example,  a  recent  writer  states  the  case 
as  follows:  — 

The  doctrine  of  relativity  has  characterised  the  teachings  of  the 
English  School,  of  the  Austrian  (except  Wieser),  and  of  many  of  the 
more  eclectic  followers  of  each  in  thb  country.  It  will  appear  later 
that  this  relative  conception  follows  naturally  from  their  individ- 
ualistic method  of  approaching  the  subject.  The  essence  of  the 
relative  conception  of  value  .  .  .  comes  out  in  the  statement  .  .  . 
that,  whUe  there  can  be  a  general  rise  or  fall  of  prices^  there  cannot 
be  a  general  rise  or  fall  of  values.  .  .  .  Vastly  more  than  tenninol- 
ogy  and  definition  is  involved.  Is  value  a  quantity  or  a  relation  ? 
Is  value  a  thing  which  determines  causally  exchange  relations,  or  is 
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value  deteimined  causally  by  them  T  To  the  writeTi  the  f  onner 
eooeeptton  seems  a  logical  necessity.  Value  as  merely  relative  is  a 
thing  Hi^giwg  in  the  air.  ^ 

In  one  thing  this  statement  is  clearly  correct,  namely 
the  fact  that  the  difference  finds  its  origin  in  the  dis- 
tinction between  individualism  and  societism.  But 
the  writer  quoted  seems  not  to  appreciate  that  he  him- 
self,  as  a  societist  of  that  extreme  type  which  regards 
society  as  an  organism,'  may  be  swinging  too  far  in  an 
opposition  to  individualism. 

Is  the  logic  of  the  case  not  as  follows  ?  Society,  when  "1 
considered  as  an  organism,  would  not  be  concerned  with  ^ 
voluntary  and  self-initiated  exchanges  among  the  in- 
dividuals (?)  who  compose  it.  The  idea  of  motivation 
in  an  exchange  relation,  therefore,  would  not  be  essen- 
tial; and,  as  a  result,  to  the  organismic  thinker  value 
s^pears  to  exist  apart  from  and  prior  to  exchange.  It 
appears  to  be  in  a  sense  absolute.  It  is  thought  of  as 
an  independent  quantity.  ^  On  the  other  hand,  the 
individualistic  thinker  centers  his  attention  upon  the 
relations  that  arise  among  freely  exchanging  indepen- 
dent individuals,  and  the  result  is  that  he  deals  pri- 
marily with  exchange  values  which  he  considers  as  en- 
tirely relative, — as  ratios.  The  motivation  lies  entirely 
in  the  comparison  of  net  utilities  involved  in  an  exchange 
relation. 

But  if  neither  of  these  points  of  view  can  give  the 
truth,  and  the  social-individual  standpoint  can,  let  us 
apply  it,  to  discover  the  error  and  the  truth.  In  the 
first  place,  individuals  are  in  fact  concerned,  and  any- 
thing that  will  normally  motivate  economic  activity  on 
their  part  may  be  considered.  They  are  concerned  with 
exchanges  among  themselves,  in  which  the  relative 
importance  of  the  things  exchanged  is  the  deciding 


>  AadenoB,  Soolal  Value,  pp.  17-18. 

»  See  tiM  pmeediBC  article,  in  thia  Jounial.  Nor.,  1918,  p.  IM. 
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factor.  This  the  extreme  societist  will  not  see.  In  the 
second  place,  as  social  individuals  they  appreciate  some- 
what their  interdependence  as  exchanger  and  ex- 
changee. In  any  event,  the  economist  miist  see  that 
their  f  eeling?  and  desires  are  in  part  molded  by  common 
experiences  and  customs,  and  by  imitation,  —  in  short, 
by  social  relationships.  This  the  individualist  forgets. 
The  conclusion,  then,  is  that  values  are  relative,  but 
that  the  relativity  is  not  the  relativity  of  unrelated  or 
independent  parts.     It  is  a  social  relativity. 

The  writer  cannot  escape  the  conclusion  that  in  the 
very  nature  of  things  all  "  values  "  are  essentially  rela- 
tive. In  the  field  of  ethics  is  this  not  the  case  ?  Right 
and  wrong  (ethical  values)  are  involved  only  when  a 
choice  between  courses  of  action  is  presented,  and  no 
absolute  quantity  of  right  or  wrong  exists.  So  in 
economics  it  is  not  until  a  choice  is  presented  that  one 
values  things.  If  a  good  is  free,  the  issue  is  not  pre- 
sented. If  it  has  absolute  utility  there  is  no  choice. 
Between  these  extremes  lies  the  range  of  valuations. 
Furthermore,  it  appears  that  the  comparison  must  lie 
between  qualitatively  different  things  or  acts.  Mar- 
ginal utility  is  not  value,  because  there  is  no  choice,  but 
merely  a  necessary  degree  of  utility  fixed  by  the  number 
of  imits  of  a  single  kind  of  good.  But  if  comparison  of 
marginal  utilities  of  different  goods  arises,  then  we  at 
once  enter  the  realm  of  value. 

This  leads  to  two  further  criticisms  of  the  organismic 
thinker's  position  on  value.  First,  he  confuses  sub- 
jective with  objective  value;  second,  he  confuses  ex- 
change with  the  conditions  that  cause  exchange.  He 
says  that  many  economists  have  thought  that  value  is 
caused  by  exchange  and  determined  by  exchange;  and 
he  proceeds  to  argue  that  the  amount  of  value  is  not 
determined  by  the  particular  exchange  ratio,  and  is  not 
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changed  every  time  a  new  comparison  is  made.^  (I 
believe  that  no  economist  ever  thought  value  to  be 
caused  by  exchange  and  probably  few  have  thought  it 
determined  by  exchange^  —  if  for  no  other  reason  than 
that  they  have  made  no  such  distinction.  They  have 
often  taken  the  cause  for  granted,  and  have  proceeded 
on  the  correct  idea  that  the  conditions  that  cause  ex- 
change are  related  to  those  that  cause  value.) 

Roughly,  the  process  of  value  causation  is  this.  Tak- 
ing his  emotional-volitional  state  for  granted,  the  in-  \ 
dividual  having  a  want  perceives  an  object,  feels  his 
dependence  upon  it  for  the  gratification  of  that  want, 
and  imputes  utility  to  the  object.  More  or  less  con- 
sciously, he  directs  effort  towards  securing  the  object 
and  in  doing  so  feels  or  perceives  the  limitations  of 
supply.  His  want  thus  becomes  a  desire,  and  he  im- 
putes a  degree  of  utility  to  a  imit  of  the  object.  This 
measures  its  subjective  "  worth ''  to  him.  Meanwhile, 
other  objects  with  other  degrees  of  utility  have  entered 
his  consciousness,  and  he  cannot  escape  a  choice  and  a 
comparison  of  their  marginal  utilities.  As  a  result,  he 
ranges  them  in  a  scale,  —  he  values  them.  But  as  yet 
this  is  all  subjective.  Now,  when  he  comes  into  con- 
tact with  other  individuals  he  finds  different  subjective 
worths  or  degrees  of  utility  imputed  to  the  same  ob- 
jects; but,  more  than  this,  he  finds  these  objects  are 
ranged  differently  in  the  value  scales  of  other  individu- 
als, and  in  this  fact  lies  the  immediate  cause  of  exchange. 
When  the  potential  advantage  of  exchange  is  realized, 
—  and  the  individual  is  to  that  extent  socialized  —  the 
exchange  occurs,  and  in  the  process  objective  value  is 
imputed  to  the  goods  concerned  as  the  quality  or  power 
of  commanding  other  goods  in  exchange.  Thus,  ex- 
chfl^nge  is  caused  by  a  realization  of  differences  in  sub- 

1  Anderson,  atxnre  dted,  pp.  23-24. 


Digitized  by 


Google 


298  QUARTERLY  JOURNAL  OF  ECONOMICS 

jective  values  (relative).  Exchange  value  (objective) 
is  caused  by  the  existence  of  the  same  differences,  but 
only  emerges  and  becomes  detenninate  in  exchange. 
It  iS;  therefore,  equally  wrong  to  say  that  value  is  deter- 
mined by  exchange  and  that  value  determines  exchange ; 
tho  the  latter  is  more  suggestive  of  the  truth.  Value  is 
caused  and  determined  by  the  conditions  that  determine 
the  exchange.  It  emerges  in  exchange  and  measures 
the  rate  of  exchange. 

In  his  natural  desire  to  reach  an  absolute  value,  the 
organismic  thinker  is  prone  to  confuse  utility  and  value, 
and  to  be  content  with  subjective  value.  Thus,  all 
through  the  work  referred  to,  statements  are  made  and 
objections  raised  concerning  what  is  called  'Walue,'' 
but  which  is  really  ''  marginal  utility."  Thus  the 
author  says:  ^'  Gold  and  milk  must  be,  then,  commen- 
surable quantities,  t.  6.,  must  have  a  common  qtujlUy, 
present  in  each  in  definite  quantitative  degree,  before 
comparison  is  possible,  or  a  ratio  can  emerge.  This 
quality  is  value.''  ^  This  is  imexceptionable  till  we  come 
to  the  saUu8  by  which  it  is  concluded  that  the  quantita- 
tive quality  is  "  value."  If  the  vast  majority  of  econo- 
mists use  the  term  value  differently,  is  it  not  daring  to 
say  that  what  they  call  mai^nal  utility  shall  be  called 
value  ?  Yet  that  is  what  the  statement  just  quoted 
amounts  to;  for  most  economists  have  long  agreed  that 
the  commensurable  quantitative  concepts  are  marginal 
utilities,  but  that  "  values  "  are  relative.  No  one  says 
—  as  Professor  Anderson  seems  to  think  —  that  value 
(objective)  is  a  ratio  the  terms  of  which  are  vahie  (objec- 
tive), an4  just  as  quantity  and  mass  are  the  terms  of 
weight,  so  utility  and  scarcity  are  the  terms  of  value.  * 

>  Andenon,  Social  Valoe,  p.  21.    The  italin  an  PiofawM  Andenon's. 

>  Cf .  ibid.,  p.  22.  FMeasor  Andnwm  oortaialy  dow  a  great  aMrioe  in  nvidBg  our 
eoacept  of  ittility  and  its  relation  to  raluep  bnt  his  woik  as  a  whole  is  vitiated  to  no. 
onaD  estent  by  setting  up  a  man  of  straw,  in  the  shape  of  Talne,  whloh  is  really  not 
rahw.    Upon  this  straw  man  he  wastes  too  laige  a  part  of  his  aeiite  eiiliclsm. 
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The  analogy  with  weight,  indeed,  serves  to  illustrate 
tike  relativity  of  value  and  the  difference  between  ob- 
jective value  and  subjective  value.  In  weighing,  we' 
have  the  pound  weight  and  the  thing  weighed,  —  two 
different  thing?,  but  both  acted  upon  by  the  force  of 
gravity  (whatever  that  may  be  !).  What  we  seek  is  a 
relation  between  the  two.  The  weight  of  the  thing 
weighed  is  this  relation,  is  it  not  ?  If  it  weighs  2  lbs. 
it  is  related  to  the  1  lb.  weight  as  2  is  to  1.  '^  But," 
you  exclaim,  '^  Why  ?  Is  it  not  because  it  has  an  abso- 
lute weight  of  2  lbs.  ?  '^  The  answer  must  be;  No; 
both  weight  and  thing  ^'  weighed  "  have  mass  which  is 
acted  on  by  gravity.  They  are  heavy  —  that  is  all. 
But  weight,  as  a  quasi-value  concept,  means  a  relation 
between  the  two.  Heaviness  is  like  utility;  weight  is 
like  value. 

If  economists  have  differed  in  their  ideas  concerning 
what  value  is,  it  goes  without  saying  that  their  treat- 
ment of  the  determination  of  value  has  not  been  uni- 
form. A  marked  point  of  difference,  and  an  occasion 
of  no  little  inconsistency,  appears  on  the  question  of  the 
independence  of  values  and  prices,  that  is,  the  question, 
Do  prices  react  upon  demand  and  supply  in  such  a  way 
as  to  make  it  impossible  to  say  that  demand  and  supply 
determine  value  ?  This  question  is  also  connected  with 
a  lack  of  clarity  in  the  distinction  made  between  normal 
value  and  market  value.  Here,  again,  it  is  the  writer^s 
conclusion  that  the  trouble  lies  ultimately  in  a  failure 
dearly  to  distinguish  between  social  and  individual 
points  of  view;  and  that  the  remedy  is  to  be  found  in 
the  clear-cut  application  of  the  social-individual  con- 
cept. 

The  problem  of  value  as  dealt  with  in  economics  is  a 
social  problem  in  the  sense  that  values  are  objective 
facta  which  occur  in  society.     There  are,  however,  at 
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least  two  extreme  and  erroneous  ways  of  approaching 
the  problem.     The  one,  starting  with  the  individual, 
may  be  called  the  lonely-individual  method;  the  otheTi 
starting  with  society  may  be  designated  as  the  losir 
individual  method.     The  one  way,  as  it  were,  b^;m8 
by  analyzing  society  into  separate  individuals;   the 
other  by  fusing  individuals  into  society.     The  one,  as 
we  will  see,  leads  to  value-determined  values;  the  other 
to  non-measiurable  absolute  values.     The  e3q>lanation 
is  as  follows.     In  beginning  with  an  assumption  of  a 
society  in  which  the  individuals  are  lost  in  and  subordi- 
nated to  an  organic  entity,  a  situation  is  established 
which  has  abeady  been  pretty  clearly  indicated.     One 
great  unit  dominates  the  valuation  process;  values  are 
absolute,  and  are  not  really  expressed  in  objective  ex- 
change value;  to  the  individual  they  must  seem  fixed 
things,  made  above  and  in  spite  of  his  will.    Thus,  from 
the  point  of  view  of  an  individual  who  is  conceived  of  aa 
a  part  of  an  organic  society,  value  (social)  determiDes 
value  (individual).      This  method  of  approach,  how- 
ever, has  neither  been  so  fully  worked  out  nor  so  com- 
monly adopted  as  the  individualistic  method.      In 
beginning  with  unrelated  individuals,  the  individual 
appears  as  a  lonely  non-social  fragment,  acting  freely 
and  higgling  with  other  individuals  in  much  the  same 
way  that  a  steer  in  a  herd  of  stampeded  cattle  strug^es 
to  get  on.     He  does  not  appreciate  the  reciprocity  of 
exchange,  nor  the  fact  that  both  parties  to  an  exchange 
must  normally  gain  or  exchange  will  decline.      It  is 
therefore  impossible  to  get  the  causes  of  value,  for  there 
is  no  way  correctly  to  put  the  unrelated  individual 
valuations  together  to  comprise  the  whole  situation.  \ 
To  the  lonely  individual,  as  to  the  member  of  an 
organic  society,  values  (as  expressed  in  prices)  appear 
to  be  fixed  facts  with  no  relation  to  his  own  subjective 
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states  of  consciousness,  whether  of  utility  or  sacrifice. 
HLs  subjective  values  appear  to  cut  no  ^figure  in  the 
situation.  He  merely  buys  or  sells  different  physical 
quantities  of  this  or  that  material  according  as  ^'  the 
markef  registers  a  low  or  high  value.  Values  are 
merely  relative,  for  the  interrelations  of  causal  forces 
are  unseen.     Exchange  seems  to  be  an  ultimate  thing. 

To  make  the  situation,  to  which  this  way  of  approach- 
ing the  value  problem  leads,  clear,  we  must  observe  the 
assumptions  concerning  ''  demand  "  and  ''  supply  " 
that  it  involves.  We  find  that  by  demand  is  meant 
quantity  demanded  at  a  given  price.  Price  (expressing 
exchange  value)  is  the  determining  factor,  and  demand 
appears  in  the  shape  of  quantity  of  conunodities  or 
services,  —  bushels,  bales,  tons.  The  amount  of  this 
'^  demand  '^  is  determined  by  an  adjustment  of  indi- 
vidual demands  to  a  somehow  existing  market  price. 
The  ^'  demand  curve ''  is  traced  by  a  series  of  points 
which  express  a  relation  between  price  and  quantity. 
On  the  other  hand,  '^  supply ''  is  taken  to  mean  quantity 
put  on  the  market  at  a.  given  price.  This,  too,  is  de- 
termined by  price;  and  the  "  supply  ciu^e  '*  is  formed 
by  a  series  of  points  which  express  the  relation  between 
price  and  quantity  as  formed  in  the  minds  of  individual 
sellers.  Thus  the  final  upshot  is  an  arithmetic  ratio 
between  quantities,  and  we  get  an  ''  equation  of  supply 
and  demand."  But  why  is  there  any  equation  at  all  ? 
Why  any  price  ?  The  question  of  causation  and  ulti- 
mate determination  remain  to  be  answered. 

This  question  leads  to  an  examination  of  the  problem 
upon  the  assumption  of  a  conscious-commonness 
society,  when  we  logically  take  the  social-individual 
point  of  view.  This  way  of  approaching  the  value 
problem  is  quite  different  from  the  preceding.  The 
individual,  instead  of  being  lonely  or  lost,  —  instead  of 
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being  an  unrelated  and  externally  determined  unit  in  a 
mechanical  mass  of  individuals,  —  is  one  of  an  interre- 
lated, mutually  determining  group.  To  him,  goods  and 
services  have  certain  subjective  values  based  on  utility 
and  scarcity,  and  he  acts  in  accordance  with  those  sub- 
jective values.  As  a  result,  value  is  not  a  fixed  environ- 
mental fact,  but  is  one  which  his  estimates  have  had  a 
share  in  making.  The  several  valuations  of  the  individ- 
uals in  the  group  concerned  are,  as  it  were,  fused,  — 
socialized.  Tho  to  the  individual  it  seems  that  values 
are  determined  by  forces  other  than  individual  valua- 
tions, the  truth  is  that  they  are  determined  by  the 
valuations  of  himself  and  other  individuals. 

Looking  at  value  in  this  way,  demand  is  taken  to 
express  the  totality  of  the  situation  presented  by  the 
fact  that  there  is  a  group  of  individuals  who  have  de- 
sires, which,  while  interrelated  in  complex  ways,  differ 
in  intensity  and  effectiveness.^  It  is  based,  not  on 
price,  but  upon  desire  as  modified  by  purchasing  power 
and  volition;  and  it  depends  chiefly  upon  the  intensity 
of  desires  and  amount  of  purchasing  power.  Accord- 
ingly, the  demand  curve  is  determined  by  points  which 
express  a  relation  between  utilities  and  quantities  of 
material  units,  t.  6.,  the  curve  is  composed  of  subjective 
values.  Marshall's  term,  ''  demand  prices,^'  may  be 
used  to  designate  them.  Similarly,  supply  is  that 
totality  of  situation  presented  by  a  group  of  different 
sellers'  estimates,  or  '^  supply  prices."  Both  demand 
and  supply  are  independent  of  price  and  rest  upon 
fundamental  individual  values. 

Value,  then,  is  determined  by  demand  and  supply,  — 
not  supply  and  demand  by  value,  —  in  that  the  contem- 
poraneous existence  of  demanders  and  suppliers  en- 
ables us  to  construct  social  scales  of  "  demand  prices  '^ 

t  Tlie  WMlth-diftilbirtiott  oompitoation  may  be  ignond  for  ptewat  pvpont. 
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and  ''  supply  prices  "  that  are  based  upon  the  more 
ultimate  utility  and  disutility  factors. 

It  will  be  observed  that  these  schedules  or  curves  of 
buyers'  and  sellers'  estimates,  if  true,  involve  the  idea 
of  the  social-individual.  The  addition  of  indimdual 
buyers  and  sellers  at  any  point  affects  the  whole  situation^ 
no  matter  how  slightly.  All  are  interdependent,  —  not 
atoms. 

We  are  now  in  a  position  to  answer  the  queries  that 
arose  at  the  conclusion  of  the  paragraph  on  value  deter- 
mination from  the  individualistic  point  of  view.  The 
reason  back  of  market  "  equations  "  would  appear  to 
be  the  existence  of  values  which  are  caused  in  the  way 
just  outlined.  Individuals  buy  on  the  market  when 
prices  are  low  because  their  individual  demand  prices 
are  higher  than  those  of  the  marginal  buyers  and  sellers 
at  the  time  being.  In  other  words,  low  prices  are  prices 
that  are  low  relatively  to  normal  prices  as  determined 
by  ultimate  demand  and  supply  forces. 

The  distinction  between  normal  and  market  values 
has  become  entangled  with  this  question  of  individual 
and  social  value,  and  very  frequently  one  finds  that 
market  value  is  more  or  less  consciously  associated  with 
the  individualistic  point  of  view.  It  is  in  the  deter- 
mination of  market  value  that  the  circular  reasoning 
which  insists  that  values  must  be  considered  in  deter- 
mining values  is  most  often  met.^  Indeed,  it  is  only 
here  that  this  doctrine  is  plausible;  the  reason,  as 
already  noted,  being  that  to  the  individual  market  prices 
seem  to  be  determined  by  forces  other  than  individual 

>  In  Profesor  Irvine  Fisher's  Elementaiy  Prindpkf  of  Economici,  wliioh  nosntiy 
I— ahed  the  writer,  he  finds  the  first  dear  statement  of  the  differenee  between  narkat 
demand  and  what  Fisher  ealls  "  sehedole  demand  "  that  he  has  seen.  Fisher's 
tnatment.  wfaieh  is  simikr  to  the  one  used  by  the  writer  in  his  abases  for  several 
years,  shonkl  be  cenerally  adopted.  Already  Professor  Davenport  has  followed  him 
OBeonomies  of  Enterprise,  p.  49,  note).  Of  coarse  Professor  Marshall  long  aco  pre- 
parsd  the  way  for  improved  analysis. 
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valuations,  and  market  fluctuations  seem  to  be  due  to 
super-individual  conditions.  Is  it  not  a  relic  of  indi- 
vidualistic economic  thought  that  leads  us  to  take 
market  prices  for  granted  in  discussing  the  determina- 
tion of  those  prices?  The  real  distinction  between 
normal  and  market  value  is  that  the  latter  is  not  based 
upon  ultimate  forces,  and  consequently  is  a  i)oint  of  but 
temporary  equilibrium.  The  question  of  ultimate  caus- 
ation is  not  raised  when  such  market  forces  as  manip- 
ulation, port  receipts,  ginning  statistics  for  the  month, 
etc.,  are  spoken  of.  The  totality  of  supply  and  demand 
conditions  is  forgotten  and  attention  is  fixed  upon 
immediate  conditions.  It  is  as  if  the  gaze  were  cen- 
tered upon  the  immediate  locality  of  the  intersection  of 
the  supply  and  demand  curves,  with  no  regard  for  the 
paths  by  which  those  curves  came  to  the  crossing.  The 
individual  buyer  is  thought  of  as  looking  at  the  price 
fixed  for  the  marginal  pair,  and  saying,  ''  At  that  price, 
I'll  buy  1000  bales";  and  it  is  forgotten  that  his 
demand  price  for  1000  bales,  being  higher  than  the 
price,  was  influential  in  determining  the  intersection  of 
the  curves.  When  A  says  he  will  buy  1000  bales  at 
ten  cents,  he  means  that  if  prices  should  drop  to  ten 
cents,  they  would  coincide  with  his  demand  price  for 
that  quantity.  He  would  then  buy  because  his  demand 
price  is  no  less  than  sellers'  supply  prices,  not  because 
the  price  is  ten  cents.  In  a  similar  way,  the  individual 
producer  who  takes  price  into  consideration  in  putting 
his  goods  on  the  market  is  merely  comparing  his  individ- 
ual supply  price  with  the  marginal  supply  price.  And 
all  the  time  price  is  what  it  is  because  the  schedules 
of  buyers'  and  sellers'  money  estimates  (social-individ- 
ual demand  and  supply  schedules)  come  to  an  equilib- 
rium indicating  the  maximum  number  of  exchanges  to 
be  available  at  that  price.     Inasmuch  as  we  are  not 
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concerned  with  ultimate  causes  when  we  are  discussing 
so-called  market  values,  it  is  not  impossible  to  regard 
the  existing  price  situation  as  an  immediate  factor  in  the 
determination  of  ensuing  prices.  The  results  will  not 
be  incorrect;  for  we  are  analyzing  correctly  what  has 
been  built  up,  and  if  we  work  accurately  we  reach  the 
same  destination  by  the  back  door.  My  point  is  that  in 
so  doing  we  are  constructing  our  demand  and  supply 
curves  as  if  the  various  individual  estimates  of  which 
they  are  composed  were  isolated,  and  that  we  are  thus 
reaching  no  ultimate  explanation  of  value  determina- 
tion. 

A  clear  manifestation  of  this  confusion  may  be  found 
in  the  treatment  of  elasticity  of  demand.  Consistently 
enough,  those  writers  who  take  the  individual  point  of 
view  define  elasticity  in  terms  of  price,  calling  a  demand 
(quantity  demanded)  elastic  which  varies  sharply  with 
change  in  price.^  On  the  other  hand,  some  few  have 
seen  that  the  truer  concept  of  elasticity  is  to  be  based 
upon  a  price-determining  factor,  supply,  and  have  de- 
fined an  elastic  demand  (scale  of  demand  prices)  as  one 
in  which  demand  prices  vary  little  with  changes  in 
quantity  supplied.^  This  definition  has  been  substitu- 
ted for  the  less  fundamental  one  by  the  writer  in  his 
teaching  with  good  results  on  the  score  of  consistency 
in  analysis.  Only  in  this  way  can  the  well-known  phe- 
nomena of  elasticity  be  used  in  explaining  the  ultimate 
determination  of  demand  and  value. 

Other  points  might  be  made  concerning  value,  but 
the  foregoing  will  suffice.  We  have  found  that,  when 
consistently  analyzed  from  a  correct  point  of  view,  (1) 

>  TauBflig,  Ely,  Seacer,  Usher. 

*  Tauflsis  (T),  Chapman;  e.  g.,  Chapman  says:  **  We  aay  that  demand  is  highly 
elastk  if  demand  price  falls  very  little  as  consumption  is  inoreaaed."  Outlines  of 
Politioal  Economy,  p.  40.  Professor  Taussig  uses  elasticity  in  both  senses  without 
noting  any  difference.    Principles,  I,  141. 
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value  is  relative,  being  detennined  by  a  comparisim 
between  the  subjective  values  of  things  exchanged,  but 
the  subjective  values  are  themselves  interrelated 
through  the  fact  that  the  individuals  concerned  are 
parts  of  the  same  society.  (2)  Value  is  neither  de- 
termined by  exchange  nor  does  it  determine  exchange 
in  any  sense:  it  measures  and  expresses  an  exchange 
relationship  and  is  determined  by  the  same  forces  that 
determine  the  exchange.  (3)  Value  is  not  determined 
by  prices  either  wholly  or  in  part.  (4)  Market  value 
does  not  differ  from  normal  value  in  the  kind  of  forces 
which  detenmne  it,  but  merely  in  the  breadth  of  the 
field  and  length  of  time  the  forces  are  allowed  to  work. 

III.    Wealth  and  the  Social  Point  op  View 

All  will  agree  that  wealth  is  the  embodiment  of  eco- 
nomic value.  Unembodied  values  can  have  no  part  in 
the  foundation  of  a  science,  and  consequently  econo- 
mists have  striven  to  gain  a  material  that  expresses  the 
quality  with  which  thejr  are  concerned  in  such  a  shape 
that  it  can  be  worked  after  the  fashion  of  science.  This, 
I  take  it,  is  the  significance  of  specifying  "vendible 
commodities,"  durable  goods,  and  the  like.  But,  while 
agreeing  that  wealth  has  value,  economists  have  differed 
(1)  in  their  definitions  of  value,  and  (2)  in  their  ideas 
as  to  what  valuable  things  it  is  expedient  to  include 
under  the  wealth  concept.  In  reaching  a  conclusion 
concerning  the  nature  of  value,  therefore,  we  have  gone 
half  the  distance  necessary  to  reach  a  basis  of  agree-  i 
ment  concerning  wealth.  We  must  next  attempt  to  } 
detenmne  the  true  scope  of  the  term  '^  wealth."  i 

In  defining  wealth  it  would  seem  that  two  broad  tests  • 
are  to  be  applied :  first,  is  the  thing  the  object  of  humao  , 
activity  ?  second,  is  it  measurable  ?     Unless  a  good  is      \ 
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capable  of  becoming  a  motivating  element  in  human 
choices,  and  unless  its  motivating  power  be  measured, 
it  cannot  serve  us  as  the  material  for  a  science.  These 
two  tests  we  will  call  the  motivation  test  and  the  meas- 
urability  test.    Let  us  apply  them. 

On  the  score  of  motivation,  the  extreme  points  of 
view  can  be  disposed  of  in  a  decisive  fashion.  To  the 
lonely  individual  anything  would  seem  wealth  that 
would  further  his  separate  interests.  He  is  to  be 
thought  of  as  set  apart  from  his  fellows  and  acting 
without  regard  to  their  interests  either  consciously  or 
unconsciously.  Thus,  things  injurious  to  them  would 
be  included.  But  such  wealth  could  not  be  general- 
ised: it  would  be  self-destroying.  Moreover,  such 
lonely  individuals  are  not  normal,  and,  as  shown  in 
the  preceding  article,  the  real  individual  can  only  be 
motivated  by  the  same  things  that  motivate  his  fellows. 
So  it  is  with  measurement.  Lonely  individuals  do  not 
exchange.  Anti-social  persons  do  not  proceed  in  such 
a  way  as  to  balance  utilities.  Consequently,  no  eco- 
nomic scales  could  exist,  and  there  could  be  no  measur- 
ing. 

From  the  orgamsmic  point  of  view,  the  individual  is 
IobL  Society  being  set  over  the  individual,  non-indi- 
vidual motives  are  appealed  to,  such  as  altruism, — 
a  procedure  which  is  not  only  impracticable,  but  in- 
consistent in  that  it  appeals  to  individuals  who  are 
sappoeed  to  be  lost.  As  to  measurement,  we  find  that 
society  is  n^arded  as  a  unit,  so  that  no  free  exchange 
between  individuals  can  exist.  Therefore,  wealth 
would  not  necessarily  be  exchangeable  and  consequently 
not  measurable.  As  a  result,  we  find  thinkers  who  take 
this  point  of  view  including  all  manner  of  non-exchange- 
able things,  such  as  personal  qualities,  on  the  ill-defined 

m  of  general  usefulness  to  society.     And  in  accord 
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with  this  idea  an  ethical  element  is  allowed;  for  if 
exchangeability  and  measurability  are  not  required, 
why  not  consider  well-being  and  right  ? 

.  One  can  hardly  escape  the  conclusion  that  neither 
one  of  these  extreme  views  can  serve  in  a  science  of 
economics.  Fortimately  neither  is  true,  but  there  is  & 
truth.  This  truth  lies  in  a  motivation  that  is  neither 
purely  individual  nor  purely  non-individual,  and  one 
that  allows  a  measurement  objectively  in  society.  We 
must  start  with  the  individual;  for  he  alone  feels  and 
estimates,  and  the  thing  must  arouse  his  activities. 
But  we  must  put  him  in  society;  for  individual  feelings 
and  estimations  are  at  least  modified  by  custom  and 
imitation,  and  wants  for  power  and  esteem  are  impor- 
tant motives.  We  recognize  that  only  individuals 
desire  wealth,  but  that  real  individuals  are  social  indi- 
viduals. We  see  that  in  real  society  wealth  must 
normally  be  exchangeable  on  some  non-arbitrary  basis 
and  not  either  on  the  basis  of  fraud  and  violence  or  on 
the  basis  of  government  determination.  Thus  we  are 
again  led  to  take  the  social-individual  point  of  view. 

In  appl}dng  this  true  point  of  view,  it  becomes  essen- 
tial to  ascertain  what  the  scope  of  wealth  is  according 
to  it.  To  this  end,  we  note  that  the  social  individual's 
economic  activity  has  several  phases:  he  is  normally 
producer,  exchanger,  sharer  in  distribution,  and  con- 
sumer. Accordingly,  wealth  must  appeal  to  him  in  all 
these  capacities  if  the  science  is  to  be  well  coordinated. 
It  follows  that  wealth  must  have  at  least  four  qualities: 

1.  Utility for  consumption  >      , 

2.  Scarcity for  production    > 

3.  Transferability. .  .for  exchange       )  durabilit 

4.  Appropriability . .  for  distribution  )  ^' 

These  four  qualities  condense  into  two:  value  and  durar 
bility.     Thus  we  arrive  at  a  familiar  doctrine,  the  con- 
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tribution  that  is  here  suggested  being  that  it  is  reached 
in  a  systematic  way,  and  placed  upon  a  scientific  bafds. 
Wealth,  so  conceived,  is  both  broader  and  narrower 
than  the  individualist's  concept.  It  is  broader  in  that 
it  includes  items  that  are  appreciated  only  in  social 
relations,  for  such  relations  involve  longer  periods  of 
time  and  wider  areas  of  space  than  appeal  to  the  mere 
individual.  Things  become  motives  in  exchange  re- 
lation that  would  not  be  such  to  lonely  individuals, 
such  as  things  calculated  to  win  the  esteem  of  one's 
fellows.  It  is  narrower,  however,  in  that  some  things 
are  inimical  to  the  broader  relations  of  time  and  space 
required  by  truth,  that  is,  it  is  somewhat  limited  by 
the  necessary  economy,  laws,  and  morals  of  society. 
Even  Ricardo  wrote:  — 

"  It  is  true  that  the  man  in  pofiaession  of  a  scarce  commodity  is 
richer  if  by  means  of  it  he  can  command  more  of  the  necessaries 
and  enjo3nnents  of  human  life;  but  as  the  general  stock  out  of 
which  each  man's  riches  are  drawn  is  diminished  in  quantity  by 
all  that  any  individual  takes  from  it,  other  men's  shares  must 
necessarily  be  reduced  in  proportion  as  this  favored  individual  is 
able  to  appropriate  a  greater  quantity  himself."  ^ 

Thus  he  shows  an  imperfect  realization  of  part  of  the 
idea;  the  passage  intimates  that  what  decreases  the 
ability  of  others  to  exchange  must  in  the  end  react  upon 
the  possessor.  As  men  become  more  civiUzed  they  will 
become  more  conscious  of  common  interests  with  their 
fellows,  with  the  result  that  they  will  consider  in  making 
their  valuations  more  remote  ends  and  exclude  preda- 
tory and  wasteful  agencies. 

If  we  may  attempt  a  definition  at  this  point,  it  may 
be  said  that  wealth,  as  the  term  is  used  in  economics, 
means  those  transferable  and  appropriable  utilities  that 
are  valued  by  men  among  whom  exchange  is  either  free 

>  Priiieh)iMolPoliti«aBoqpionqr,Chap.n(aded.,  p.844). 
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or  r^ulated  by  common  consent.  That  exchange 
shall  be  free^  —  shall  be  real  **  exchange/'  —  men  must 
live  in  accord  with  the  laws  and  morals  of  a  society,  and 
must  act  so  as  to  preserve  that  society.  Consciously 
or  unconsciously  they  must  be  cooperating. 

Several  objections  at  once  occur  to  one.  Does  this 
not  introduce  an  ethical  and  unscientific  element  ?  In 
the  first  place,  it  seems  to  the  writer  that  nothing  can 
be  truly  scientific  that  is  not  true;  and  if  it  be  true  that 
society  and  individual  are  as  portrayed,  then  wealth 
must  be  as  defined.  But  more  than  this,  the  definition 
does  not  make  ethical  considerations  a  part  of  the  cri- 
teria, but  rather  it  sets  up  an  objective  limitation  of  the 
field  in  which  the  criteria  of  the  definition  are  to  be 
Implied.  Th^t  which  wastes  the  assets  of  the  group 
does  in  fact  affect  each  individual,  and  those  laws  and 
morals  which  so  approve  themselves  to  the  common 
sense  of  a  community  as  to  be  generally  accepted  and 
binding  are  objective  facts  which  do  in  fact  limit  the 
field  of  choice. 

IV.    Production  and  Capital  fbom  the 
Social  Point  op  View 

In  the  first  part  of  this  article,  we  were  chiefly  con- 
cerned with  the  organismic  concept  of  value,  and  the 
positive  significance  of  the  social  side  of  the  social- 
individual  point  of  view  was  imder  fire.  In  the  present 
concluding  section,  however,  the  individual  aspect  will 
be  more  directly  the  object  of  analysis,  and  we  will  be 
examining  the  other  extreme,  —  the  individualistic 
way  of  looking  at  economic  phenomena.  It  happens 
that  one  of  the  most  clear-cut  cases  of  the  application 
of  the  lonely-individual  point  of  view  is  to  be  found  in 
the  field  of  production,  the  factor  of  production,  capital. 
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bemg  the  center  of  discussion.  It  is  logical  enough  to 
pass  from  the  concept  of  wealth  to  capital,  for  capital 
is  regarded  by  all  as  a  part  of  wealth,  and  owes  its 
existence  and  value  to  its  power  to  help  produce  wealth 
(including  services).  Capital  being  a  produced  instru- 
ment of  production,  the  concept  of  capital  shares  in  the 
difficulties  of  the  wealth  concept  —  in  a  reflected  way 
—  and  of  the  production  concept. 

The  writer's  conception  of  the  social-individual  first 
came  to  a  head  upon  reading  a  brilliant  article  from  the 
pen  of  Professor  H.  J.  Davenport,^  on  "  Social  Produc- 
tivity V.  Private  Acquisition."  Its  general  thesis  may 
be  stated  to  have  been  that  in  economic  analysis  society 
and  the  social  point  of  view  coimt  for  nothing,  the  in- 
dividual for  everything.  I  soon  came  to  the  conclusion 
that  this  thesis  was  not  sustained,  and  in  formulating 
my  reasons  the  truth  as  presented  in  these  papers  be- 
came clear.  It  is  Professor  Davenport's  service  that 
he  frankly  and  fearlessly  raises  the  issue  between  social 
and  individual  points  of  view  as  held  loosely  and  incon- 
sistently by  many  economists,  and  pushes  on  from  the 
latter  point  of  view  to  —  the  bitter  end.*  I  can  think 
of  no  better  way  conclusively  to  show  the  truth  of  the 
social-individual  point  of  view  than  to  point  out  the 
error  in  his  conclusions. 

If  Professor  Davenport  may  hereafter  be  referred  to 
as  *'  the  individualist,"  it  seems  fair  to  state  that  the 
following  assumptions  appear  as  the  premises  of  the 
individualist's  reasoning:  (1)  Ansrthing  that  ever 
changes  hands  between  two  individuals,  and  by  which 
one  individual  gains  —  is  "  marketable  at  a  price  "  — 
is  wealth,  whatever  the  circimistances.     (2)  Anyactiv- 

>  In  thb  Joornal,  vol.  zzv,  p.  96  (Noy.,  1010). 

t  SometiinM  I  have  wondend  if  Profeasor  DaTenport  did  act  intend  hit  article  as  a 
witty  ndueUo  ad  dbturdum  by  wliich  he  hoped  at  last  to  awaken  eoonomiiite  to  the 
I  and  inoonaiiiteney  of  their  point  of  view. 
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ity  that  results  in  securing  an  income  for  any  individ- 
ual, whatever  the  method,  is  production.  (3)  Any 
item  of  wealth  that  aids  an  individual  in  production 
so  conceived,  is  capital.  (4)  To  regard  wealth,  pro- 
duction, and  capital  in  this  way  makes  it  unnecessary, 
unscientific,  and  impossible  to  take  society  into  consid- 
eration as  a  determinative  factor. 

The  fairness  of  this  statement  of  the  premises  and 
the  error  of  the  conclusions  drawn  from  them  will 
appear  from  the  following  analysis  of  the  individualist's 
reasoning. 

We  are  told  that  "  the  test  of  economic  productivity 
in  a  competitive  society  is  the  fact  of  private  gain,  irre- 
spective of  any  ethical  criteria  and  unconcern^  wUh 
any  social  accountancy^^;  and  that  ''neither  ethical 
nor  social  standards  are  theoretically  decisive,  or  even 
relevant,  for  the  question  of  value  and  marketability 
and  economic  productivity."  ^  "  The  test  of  social 
welfare  is  invahd  to  stamp  as  unproductive  any  form 
of  wealth  ":  jimmies  being  capital,  burglary  is  produc- 
tive (sic).  In  the  assumed  competitive  regime,  monop- 
oly is  capital.  "  Lobbyists,  panderers,  and  abortionists 
are  producers."  ''  But  parasitism  is  not  a  competitive 
category,"  and  so  is  ruled  out. 

In  the  first  place,  what  sort  of  a  society,  after  all,  is 
this  "  competitive  society  "  so  much  assumed  ?  Does 
it  mean  a  society  in  which  each  individual  is  an  inde- 
pendent atom,  unrelated  in  its  position  to  others  ?  A 
society  in  which  the  consciousness  of  each  individual  is 
independent  and  unaffected  by  any  commonness  of 
content  with  the  consciousness  of  his  fellow  individuals  ? 
One  in  which  imitation  plays  no  part  and  custom  is 
absent  ?  One  in  which  no  one  knows  that  if  the  other 
fellow  is  defrauded,  that  other  fellow  will  come  back  at 

>  Dttvenport,  Sooiitl  ProduotlTlty,  dted  «boT»,  ^  118.    The  IUUm  an  miiM. 
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him  ?  In  which  no  one  is  so  intelligent  as  to  realize 
that  by  cooperation  bigger  gains  can  be  secured  for  all  ? 
So  it  would  seem;  for  under  what  other  assumption 
could  robbery,  arson,  libel,  adulteration  be  thought  of 
as  production  ?  And  what  a  travesty  on  society! 
Such  an  aggregate  would  be  no  society,  "  competitive '' 
or  otherwise.  If  the  "  facts  "  which  are  to  demolish 
the  old  doctrines  are  drawn  from  such  a  "society" 
they  certainly  are  "  pitiless." 

The  individualist  is  inevitably  forced  into  incon- 
sistencies by  his  pitiless  facts.  Thus,  he  bases  the 
productivity  of  prostitutes,  libel  writers,  lawyers,  and 
fire-bugs  upon  the  assumption  that  they  '^  do  things 
that  men  are  content  to  pay  for."  But  it  is  a  pitiless 
fact  that  men  in  society  cannot  be  content  to  pay 
for  libel  and  arson.  True,  in  abnormal  cases,  men 
may  hire  others  to  do  these  things,  and  achieve  their 
ends  without  getting  caught;  but  the  law  is  a  fact, 
is  it  not  ?  Moreover,  what  happens  if  we  generalize  ?  />  J|  • 
Suppose  all  the  individuals  in  the  group  were  to  4 
engage  in  such  "gainful"  activities;  would  the  situ-  ' 
ation  not  speedily  become  impossible  ?  The  pitiless 
fact  is  that  gains  must  come  from  somewhere.  Just  as 
surely  as  that  gains  would  cease  if  everybody  should 
quit  producing  in  the  good  old  sense  and  begin  acquir- 
ing gain  by  sinking  spices  and  lobbying,  so  surely  are 
gains  (and  individualistic  "  productivity  ")  reduced  by 
the  fact  that  some  people  do  these  things.  The  anti- 
social individual  cannot  be  paid  out  of  product  without 
diminishing  the  total  of  products  and  so  decreasing  the 
contentment  of  men  to  pay  for  their  services. 

Perhaps  it  is  some  such  reflection  as  the  foregoing 
that  leads  the  individualist  to  admit  that "  parasitism  " 
is  irrelevant  to  "  competitive  doctrine,"  even  while  his 
doctrine  is  all  "  competitive  "  and  half  his  producers 
live  o£F  others. 
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All  this  is  the  result  to  which  the  individualist's 
unconcern  for  social  accounting  leads.  The  fact  is  that 
individual  and  society  cannot  be  separated  and  a  true 
situation  remaia,  and  no  more  can  the  individual  and 
the  social  points  of  view.  To  deny  any  importance  to 
society  in  determining  values  is  virtually  to  deny  the 
existence  of  the  individual.  A  recognition  of  the  indi- 
vidual point  of  vieWy  so  far  from  making  impossible  a 
social  point  of  view,  makes  it  necessary.^ 

From  the  unsocial  reckoning  of  the  lonely  individual, 
proceeds  the  "  entrepreneur  point  of  view  "  so  stressed 
in  the  individualist's  thought.  Thus  he  would  say  that 
everything  which,  from  the  entrepreneur  point  of  view, 
appears  as  expedient  expenditure  for  the  purposes  of 
creating  a  situation  in  the  market  is  an  outlay  of  capital 
which  takes  rank  as  a  cost  of  production,  —  buying  city 
coimcils,  bribing  government  tari£f  officials,  stifling 
competition.  All  these  things  get  into  costs  in  the 
actual  production  of  commodities,  we  are  told.  But 
let  us  examine  these  ideas  closely. 

In  the  first  place,  the  brand  of  entrepreneur  assumed 
is  an  abnormal  and  special  kind  of  entrepreneur,  and 
one  whom  the  pitiless  logic  of  law  and  public  opinion  is 
constantly  weeding  out.  He  could  not  be  generalized 
and  exist;  for  he  is  a  parasite,  and  so,  according  to  the 
individualist's  own  reckoning,  need  not  be  counted. 

In  the  second  place,  the  question  as  to  why  anything 
seems  expedient  to  even  such  a  dubious  person  is  begged. 
Of  course  the  economists,  whom  the  radical  individual- 
ist would  discredit,  would  explain  that  the  expediency 
lies  in  the  fact  that,  on  the  one  hand,  a  group  of  con- 
sumers somewhere  derive  such  want  gratification  from 

>  Fkofenor  Davenport  Miya,  **  That  a  complete  aooeptance  of  thia  prirate  and 
aeqiiidtive  point  of  view  is  the  only  procedure  poadble.  in  the  analyais  and  ciaarifl- 
eatk»  of  the  phenomena  of  a  aodety  organised  upon  lines  of  individual  activity  for 
private  gain,  ia  ahondantly  proved  as  soon  as  appeal  is  made  to  the  faeta  and  the 
proeessas  of  the  actual  busineas  world*'   (p.  114). 
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the  commodity  concerned  that  they  are  willing  to  pay 
for  it;  while,  on  the  other  hand,  the  entrepreneur  is 
able  to  find  men  who  will  accept,  as  compensation  for 
labor  and  sacrifice  in  making  that  same  good  or  render- 
ing the  service,  something  less  than  the  consumers  pay. 
And  any  question  of  relative  expediency  or  opportunity 
18  decided  by  the  amoimt  of  the  margin  between  in- 
come (resting  on  utility)  and  expense  (resting  on  scar- 
city).* Just  as  we  found  that  the  lonely  individual  who 
is  assumed  to  help  in  the  determination  of  values  by 
means  of  values,  is  a  myth  bom  of  ultra-individualistic 
assumptions,  so  here  the  lonely  entrepreneur  individual 
who  is  supposed  to  accept  market  situations  without 
regard  to  his  fellows  is  also  a  myth.  The  individualist 
virtually  argues  that  profits  determine  profits  when  he 
says  that  opportunity  for  gains,  capitalized,  is  the 
source  of  profits.  We  may  grant  that  it  seems  to  the 
entrepreneur  —  just  as  it  seemed  to  the  individual 
seller  or  buyer  —  that  the  existing  profit  situation  is  a 
fixed  and  determining  fact;  but  this  is  only  superficial 
and  seeming  —  nothing  but  lonely  individualism.  If 
expediency  is  to  depend  upon  the  sale  at  a  profit  of 
some  good  to  consumers  it  must  posit  a  demand  scale 
as  indicated  in  the  discussion  of  value,  and  we  at  once 
find  ourselves  in  a  complex  of  interrelated  valuations 
which  is  inexplicable  outside  of  a  group  of  social  indi- 
viduals. 

In  the  third  place,  what  is  cost  ?  In  economic  ques- 
tions it  is  ever  the  function  that  decides.  So  here,  — 
assuming  a  '^  competitive  reckoning,"  —  costs  are 
practically  all  human  exertions  that  limit  the  supply  of 
economic  utilities.  The  only  justification  of  cost  is  the 
fact  that  it  limits  hiunan  exertion  in  production  and 

>  lor  a  crhlaa  OTamination  of  the  individiMlistio  "  opportunity-ooct  '*  doetriM 
m  waf  artkl*  mtitled  "  Opportunity  CkMt,''  ia  Ameiiesn  Eoonomio  Revww.  Vol.  a, 
V».MOff. 
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consequently  supply.  This  is  merely  a  question  of  fact. 
Now,  suppose  that  an  entrepreneur  indulges  in  a  little 
spice  sinking,  is  his  exertion  cost  ?  The  ultra-individ- 
ualist says  yes;  I  say  no.  So  far,  so  good.  Let  us 
reason  out  the  matter.  Has  utility  been  increased  ? 
Plainly  not,  for  part  now  lies  at  the  bottom  of  the  sea. 
Thus  the  very  basis  of  production  is  lacking.  ''  But,^' 
he  retorts,  "  the  remaining  spice  sells  for  a  larger  sum/' 
Why,  I  ask.  It  is  scarce,  comes  the  reply.  Why,  I 
ask  again.  Answer:  there  is  a  monopoly.  So  all  this 
fuss  is  made  over  a  case  of  monopoly,  where  a  supply 
fixed  at  the  will  of  the  monopolist  is  assumed  at  the 
start  and  the  marginal  demand  price  is  necessarily  the 
determining  element.  It  is  a  case  of  monopoly,  when 
we  were  told  that  the  analyBis  was  to  be  competitive. 
Surely  enough  is  said  when  we  note  that  all  the  in- 
stances of  alleged  entrepreneur  costs  are  either  (1)  on 
a  monopolistic  basis,  or  (2)  crimes,  or  (3)  frauds. 
Plain  imvamished  pandering  is  the  only  exception. 

This  brings  up  the  question  of  the  necessity  of  the 
technological  conception  of  production  and  capitaL 
The  individualist,  hy  taking  values  and  profits  far  granted^ 
is  able  to  convince  himself  that  any  increment  in  value 
or  profits  is  a  source  of  increased  value  or  profit,  respec- 
tively, and  consequently  does  not  see  the  need  of  any 
technological  productivity.  His  case  may  be  gathered 
from  the  following  reasoning.  He  says  that  the  entre- 
preneur (the  significance  of  whose  views  we  have  al- 
ready noted)  would  be  surprised  if  he  were  told  that  his 
capital  is  composed  of  capital  goods  like  buildings, 
materials,  and  machinery.  He  would  include  securities, 
bills  receivable,  cash,  franchise  rights,  monopoly,  govern- 
ment favors,  and  land.  One  notes  immediately  that,  in 
so  far  as  these  items  are  not  included  under  the  social 
view,  they  are  mostly  either  things  whose  values  are 
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pricib-determined  or  things  which  are  merely  representa- 
tive of  capital  goods.  Franchises  and  land  come  in  the 
former  class ;  securities  and  biUs  receivable,  in  the  latter. 
The  entrepreneur  is  more  than  "  perplexed  '^  when  both 
the  properties  upon  which  the  securities  are  based  and 
the  securities  themselves  are  subjected  to  taxation! 

Not  content  with  setting  up  these  specious  cases  of 
alleged  non-technological  capital,  the  individualist 
revives  the  wine  and  tree  problems  of  the  days  of  James 
Mill,  in  an  attempt  to  show  that  certain  things  classed 
as  capital  even  by  economists  have  no  technological 
significance.  For  example,  he  says  that  ice  in  an  ice 
house  is  not  a  factor  of  production  in  an  ''  industrial 
sense,''  and  is  capital  merely  because  it  is  being  held  as 
a  source  of  income.  We  may  i^ee  that  the  ice  is  capi- 
tal, but  why  ?  (1)  Because  men  worked  and  saved  to 
put  it  in  the  ice  house;  (2)  because  other  men  will  de- 
mand it  in  the  summer.  Of  coiu'se  the  ice  is  decreasing 
in  weight,  but  that  is  a  technological  incident  to  an  in- 
crease in  utility,  the  point  being  that  it  doesn't  de- 
crease as  fast  as  it  would  outside  the  ice  house.  It  is 
one  aspect  of  the  cost  to  the  capitalist.  The  mere 
holdii^  for  increment  of  gain  is  nothing  causal.  Whence 
the  gain  ?  From  a  surplus  of  income  (utility-based) 
over  expense  (cost-scarcity-based). 

The  social  individual  would  see  that  the  gain  is  not 
to  be  taken  for  granted,  and  that  consequently  he  must 
normally  engage  in  such  activities  as  will  yield  things 
that  other  individuals  are  willing  to  pay  for.  As  in 
each  case,  we  will  find  that  this  way  of  looking  at  things 
takes  us  at  once  to  the  truth.  In  the  last  analysis, 
there  can  be  no  production  in  the  economic  sense  with- 
out ''  making  "  something  that  appeals  to  the  senses  or 
through  the  senses  of  individuals.  In  order  so  to 
appeal,  there  must  be  some  effect  in  the  natiue  of  a  re- 
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adjustment  in  the  materials  of  nature,  whether  it  be  in 
space  (changing  geographical  location  or  form),  or  time 
(maintaining  bodies  intact).  Only  in  this  way  can  the 
senses  be  affected  and  economic  utility  exist.  Any 
agency  or  instrument  that  enables  nmn  to  make  these 
readjustments  more  easily  and  quickly,  therefore,  has 
potentialities  for  production,  in  that  it  can  increase 
things  which  may  have  utility.  Very  briefly  this  is  the 
individual  side  of  the  social-individual  analysis  of  pro- 
duction and  capital,  and  on  this  side  lies  the  foundation 
of  the  technological  concept  of  capital. 

But  it  remains  to  demonstrate  why  the  potentialities 
just  indicated  become  realized  in  utilities  and  values; 
and  to  do  this  we  find  it  necessary  to  put  our  individual 
in  a  real  society.  There  we  find  that  he  becomes  de- 
pendent upon  the  wants  of  fellow  individuals  for  his 
gain.  He  must  exchange  with  them  and,  as  Adam 
Smith  shrewdly  observed,  he  cannot  count  on  their 
benevolence.  He  must  therefore  choose  only  those 
means  of  making  readjustments  in  the  materials  of 
nature  that  will  create  such  utilities  as  he  can  exchange. 
In  the  exchange,  values  emerge.  Thus,  we  find  in  the 
two  simple  principles  (1)  necessity  of  sensation  as  a 
means  of  economic  utility  and  (2)  self-interest  guidance 
of  the  activities  of  normal  individuals,  the  basis  of  the 
technological  concept  of  capital. 

The  gist  of  the  foregoing  points  may  be  sunmied  up 
as  follows.  (1)  There  is  practically  no  production  or 
capital  without  exchange;  and  exchange  can  be  truly 
understood  only  in  a  true  society  in  which  individuals 
are  not  entirely  lonely,  but  act  and  react  upon  one  an- 
other so  as  to  make  the  one  out  of  the  many  —  without 
losing  the  one.  (2)  Hiunan  activities  and  agencies  are 
divided  into  two  great  groups,  the  social  and  the  anti- 
social, or  '^  predatory '';  while  the  social  may  be  sub- 
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divided  into  the  positive-social  and  the  negative-social, 
or  "  acquisative/'  *  (3)  The  necessity  of  society  and 
the  true  nature  of  social  relations  make  predatory 
activities  and  agencies  unproductive  in  a  true  and 
scientific  sense.  (4)  The  "  entrepreneur  viewpoint  " 
when  in  conflict  with  the  social-individual  point  of  view 
is  unsound;  for:  (a)  the  entrepreneur  also  depends 
upon  society,  (6)  and  his  "  lonely  "  estimates  are  mere 
seemings  of  no  causal  significance.  (5)  The  significance 
of  costs  in  economics  is  that  they  (a)  fimction  in  pro- 
duction and  (6)  limit  supply;  but "  entrepreneur  costs," 
so-caUed,  have  no  such  significance.  (6)  The  tech- 
nological concept  of  production  and  capital  cannot  be 
abandoned,  because  tUitUy  depends  upon  adjustments 
in  materials;  but  values  in  society  direct  the  technolog- 
ical process.* 

V.    The  Scientific  Character  op  the 
Social-Inmvipual  Point  of  View 

Finally,  we  must  consider  the  question.  Is  the  social 
point  of  view  so  full  of  ethics  and  optimism  and  unreal- 
ity that  it  cannot  be  used  for  scientific  purposes  ?  It 
may  be  granted  at  once,  that,  if  the  individual  is  to  be 
thought  of  as  an  unsocial  or  lonely  individual,  he  will 
necessarily  regard  the  interests  of  society  as  separate 
from  and  often  clashing  with  his  own,  with  the  conse- 
quence that,  for  him,  to  take  the  social  point  of  view 
would  involve  an  ethical  choice.  But  a  true  social 
point  of  view,  being  based  upon  a  true  concept  of  so- 
ciety, ia  not  that  of  such  an  individual,  and  consequently 
loses  its  ethical  character.     It  merely  begs  the  question 

>  Antl-Mdal  aetivitiea  may  be  divided  into  the  merely  "  paraaitSo  "  and  the  deetnie- 
tire. 

s  Thia  eoDcluakm  does  not  lead  ua  to  materialinn,  for  ntilHy  ia  the  deelriye  thine* 
and  not  all  adjoatmenta  have  utility.  Utility  aanctiona  eosts.  llie  old  kleaa  on  thia 
■abieet  need  eorrection,  hot  not  the  extreme  reaction  to  the  aubjeetive  or  the  i 
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to  link  "social"  with  "wholesome,"  "deserving," 
"  welfare,"  "  duty."  The  social  point  of  view,  as  I 
have  taken  it,  does  not  concern  what  ought  to  be.  It 
merely  stands  for  a  fact,  the  fact  that  individuals  lose 
significance  apart  from  society.  It  id  based  on  what 
individuals  do,  not  on  what  they  should  do. 

So  it  is  with  optimism.  To  be  sure,  the  social  individ- 
ual need  not,  like  the  lonely  individual,  be  a  i>essimist; 
but  that  fact  no  more  makes  him  an  optimist  than  it 
makes  one  jubilant  not  to  be  miserable.  It  is  the  in- 
dividual who  is  lost  in  the  social  organism  who  is  opti- 
mistic! But  the  question  is  asked,  do  economists  who 
profess  the  social  point  of  view  not  consider  that  all 
gainful  occupations  are  socially  productive,  else  they 
could  not  normally  be  privately  gainful  ?  And  is  this 
not  optimism  ?  In  answer,  it  is  to  be  explained  that 
only  sociaUy  gainful  occupations  would  be  held  to  be 
socially  productive  (in  the  sense  indicated  on  a  pre- 
ceding page) ;  and  that  the  word  "  normally  "  makes  a 
great  difference.  What  could  not  exist  in  the  long  run, 
and  is  tending  to  cease  to  exist,  may  nevertheless  exist 
at  any  given  time.  The  fact  is  that  the  social  point  of 
view  of  a  social-individual  leads  neither  to  optimism  nor 
to  pessimism,  for  it  proceeds  from  a  recognition  of  the 
interrelation  of  individual  interests,  —  interests  which 
are  different,  but  coordinate. 

After  this  extended  discussion,  I  cannot  believe  it 
necessary  to  devote  much  space  to  proving  the  unre- 
ality of  any  other  than  the  social  point  of  view  as  truly 
interpreted.  Society  is  as  real  as  the  individual, — and, 
of  coiu^,  no  more  real.  This  being  the  case,  it  is  as 
unreal  as  anything  imaginable  to  overlook  the  following 
facts:  To  rob  is  to  take  without  giving,  and  cannot 
persist  in  a  competitive  exchange  economy.  To  bum 
cotton  or  sink  spices  means  wasted  utilities  and  dimin- 
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ished  product.  To  tax  both  farms  and  factories,  on  the 
one  hand,  and  mortgages  and  bonds,  on  the  other  hand, 
is  double  taxation.  To  own  real  estate  is  a  very  differ- 
ent matter  from  owning  any  kind  of  (other  ?)  capital. 
To  hold  special  privileges  by  graft  is  more  precarious 
than  to  hold  land.  To  be  a  prostitute  may  be  produc- 
tive; to  be  a  beggar,  however,  is  non-productive;  while 
to  be  a  thief  or  incendiary  is  predatory  and  destructive. 
The  reality  of  these  things  is  overlooked  by  the  adherents 
of  the  lonely-individual  point  of  view,  not  by  economists 
who  have  recognized  the  importance  of  society. 

In  order  to  have  a  science  we  must  have  measurable 
quantities.  In  order  to  measure  we  must  compare, 
which,  in  economics,  means  free  exchange.  Thus,  we 
get  objective  values.  But  exchange  values  are  only 
I)ossible  in  society,  and  society  has  been  proved  to  be  an 
interdependent  group  of  individuals.  Therefore,  the 
social  point  of  view  must  be  taken  if  we  are  to  have  a 
science.  Economics  as  a  science  of  scarcity  values  is 
based  upon  a  social  point  of  trieWf  made  true  to  life  by 
recognizing  its  expression  in  individual  valuations  and 
activities.  The  social  point  of  view  means,  not  ethics, 
not  art,  not  Utopian  hypotheses,  but,  on  the  contrary, 
it  means  a  scientific  recognition  of  the  cold  indisputable 
facts  that  inasmuch  as  individuals  live  in  society  (1) 
they  must  and  do  make  their  valuations  and  acts  in 
view  of  their  posterity  and  the  longer  life  of  the  group, 
and  (2)  they  must  and  do  make  their  valuations  and 
acts  in  view  of  the  greater  scope  of  the  reactions  caused 
within  the  group  and  the  different  supply  limitations. 
In  short,  to  the  individual,  time  and  space  and  value 
are  what  they  are  partly  because  society  is. 

Lswis  H.  Hanet. 
UiinrsBfiiTT  OF  TaxAB. 
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SOME   ECONOMIC    ASPECTS    OF   THE    NEW 
LONG  AND  SHORT  HAUL  CLAUSE^ 

SUMMARY 

Early  interpretati(m  of  this  olausei  323.  —  I.  Cases  in  which  rdief  is 
granted;  the  general  policy,  325.  —  Roundabout  lines,  327.  —  Gross- 
lines,  32S.  —  Market  competition,  330.  —  The  parallel  of  a  protective 
tari£F,  332.— II.  Extent  of  relief  granted,  333.  —  Recent  trans-conti- 
nental rate  eases,  334.  —  The  tone  method  criticised,  335.  —  Condusion : 
the  margin  of  tolerance  and  the  Commisnon's  ideal,  336. 

When  a  statute  has  been  suddenly  revived  after  a 
sleep  of  twenty  years,  we  cannot  help  wondering 
whether  it  has,  like  Rip  Van  Winkle,  been  much 
changed  in  the  interval.  In  the  early  days  of  struggle 
for  existence,  the  Interstate  Commerce  Conmiission 
was  waging  a  losing  fight  in  the  mere  attempt  to  give 
to  the  ''  long  and  short  haul  clause ''  some  meaning 
and  force.  Now  it  feels  free  to  give  the  clause  what 
meaning  and  force  it  will,  subject  only  to  constitutional 
limitations  and  to  the  guiding  principles  of  reasonable- 
ness expressed  in  the  statute.*  Then  as  now,  the  Com- 
mission had  power  in  special  cases  to  permit  any  carrier 
to  charge  less  for  a  longer  haul,  and  to  **  prescribe  the 
extent  to  which  such  designated  common  carrier  may 
be  relieved  from  the  operation  of  the  section.''  But 
whereas  at  present  this  power  to  relieve  is  the  central 
fact  of  the  fourth  section,  previous  to  1010  it  was  from 
force  of  circumstances  a  dead  letter. 

1  For  ft  senenl  muvvy,  aee  Riplay,  Rftilroftdf :  Rates  And  RssulfttioD,  pp,  478 
ff.,  M4-666,  ftnd  ohftp.  six.  The  pneeni  study  ia  mon  limited  in  eoopa,  pftjdng 
espedftl  ftttMitioo  to  the  eftses  of  191S-1S. 

*  R.  R.  Com.  of  Nov.  t.  S.  P.  Co..  21 1.  C.  C.  R.  829,  840. 
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No  sooner  was  the  act  of  1887  in  operation  than 
many  carriers  took  the  ground  that  competition  of  any 
sort  at  the  more  distant  point  was  a  substantially  dis- 
similar circimistance,  and  entitled  them,  not  to  relief 
in  the  discretion  of  the  Commission,  but  to  complete 
exemption.  If  this  sweeping  claim  could  be  made 
good,  no  special  relief  need  be  asked  for,  since  all  the 
cases  in  which  it  could  be  of  moment,  or  in  which  there 
was  any  great  probability  of  its  being  granted,  would 
be  ahready  taken  out  of  the  hands  of  the  Commission 
entirely.  So  the  question  of  authority  had  first  to  be 
fought  out.  In  defending  its  jurisdiction  the  Com- 
mission became  more  imcompromising  than  at  the 
outset  as  to  what  were  *'  substantially  similar  circum- 
stances.^'  It  held,  for  purposes  of  giving  vitality  to 
the  act,  that  nothing  but  competition  of  water  carriers 
or  of  rail  carriers  not  subject  to  the  act  could  remove 
any  rate  from  its  operation,^  tho  in  the  first  case  heard 
it  had  conceded  that  the  roads  might  be  entitled  to 
exemption  "  in  rare  and  peculiar  cases  of  competition 
between  railroads  which  are  subject  to  the  statute, 
when  a  strict  application  of  the  general  rule  of  the  stat- 
ute would  be  destructive  of  legitimate  competition.*'  * 

Whether  or  not  this  change  of  front  was  a  wise  tacti- 
cal move,  it  probably  had  little  effect  on  the  outcome. 
In  any  case  it  is  hard  to  see  how  the  power  to  grant 
partial  relief  could  have  been  anything  but  a  dead  letter 
in  the  incongruous  setting  of  the  original  fourth  section. 
The  power  could  not  be  exercised  arbitrarily,  without 
reason  given,  for  then  the  Commission  would  be  open 
to  the  chaige  of  exercising  legislative  powers  which 
Congress  could  not  constitutionally  delegate  to  it. 
Only  as  it  should  follow  the  genersd  rules  of  the  act 

*  B.B.Com.Y.Glyd«S.8.Co..5I.C.C.R.824.   Bavfewed  in  21 1.  C.  C.  R.  414. 

•  Ib  M  L.  A  N.  R.  R.  Co..  1 1.  C.  C.  B.  81. 
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with  regard  to  reasonableness  and  undue  prefereiice 
would  it  be  acting  clearly  within  its  powers  as  an  ad- 
ministrative body.  But  if  some  carriers  were  to  be 
relieved  wholly  or  in  part  from  the  operation  of  a 
section  which  applied  to  all  alike,  what  reasonable 
ground  could  possibly  be  shown  for  doing  so,  other  than 
some  difference  in  the  ''  circiunstances  and  conditions '' 
surroimding  the  long  and  short  haul  in  those  cases  in 
which  relief  was  granted  7  If  such  difference  were  not 
admitted  to  be  ''  substantial/'  it  could  hardly  furnish 
reasonable  ground  for  relief.  But  to  admit  that  the 
difference  was  ''  substantial ''  would  seem  equivalent 
to  admitting  at  once  that  this  was  a  case  to  which  the 
clause  did  not  apply  at  all. 

It  seems  clear  that  the  Commission  could  never  have 
succeeded  in  prescribing  the  degree  of  relief  to  be 
allowed,  even  if  it  had  made  good  its  claim  that  the 
clause  applied  to  cases  of  competition  between  domestic 
railways.  This  claim,  however,  the  Supreme  Court 
refused  to  sustain.^  A  final  attempt  was  made  to  pre- 
scribe the  degree  of  relief  to  be  granted  in  cases  where 
circumstances  were  admittedly  dissimilar,  but  the  Com- 
mission was  again  overruled.*  The  first  chapter  was 
thus  closed. 

From  this  brief  survey,  one  conclusion  should  stand 
out  clearly.  The  original  attitude  of  the  Commission 
was  not  radical  nor  uncompromising.  The  rigid  atti- 
tude conmionly  ascribed  to  it  was  wrought  out  under 
stress  of  combat,  and  expressed  the  Conmiission's  ideas 
of  the  legal  necessities  of  the  stru^e  for  jurisdiction, 
not  a  settled  economic  policy  that  would  be  followed 
out,  once  the  fight  for  jurisdiction  should  be  won. 

>  L  C.  C.  Y.  AlalMUBft  MidlMid  By.  Co..  Itt  U.  B.  144. 
*  B.  T.  V.  A  G.  By.  Go.  T.  I  G.  G..  181  U.  B.  1. 
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I.  Cases  in  which  Relief  is  Granted 

In  fact,  the  effect  of  the  amendment  of  1910  has  not 
been  by  any  means  to  establish  a  rigid  long  and  short 
haul  policy  for  all  cases  in  which  the  discrimination  is 
due  to  competition  of  carriers  subject  to  the  act.  In 
the  general  statements  with  which  the  Commission 
signalized  the  reviving  of  the  fourth  section,  it  went 
back  to  the  tone  of  its  very  first  decisions,  made  nearly 
a  quarter  of  a  century  previous,  before  the  opening  of 
the  stru^e  with  the  courts.  It  proposed  to  grant 
relief  in  situations  beyond  the  carriers'  control  —  in 
difficulties  that  he  has  not  brought  upon  himself  by 
his  own  competitive  policy.  ''  If  at  the  more  distant 
point  it  finds  a  competition  to  which  it  must  conform 
under  the  imperious  law  of  competition,  if  it  would 
participate  in  traffic  to  that  point,  it  may  discriminate 
against  the  intermediate  point  without  violating  the 
law,  provided  it  establishes  such  necessity  before  the 
Commission."  * 

The  passage  quoted  sounds  very  like  the  "  rare  and 
peculiar  cases "  phrase  of  the  original  Louisville  & 
Nashville  decision.*  Indeed  the  *'  rare  and  peculiar  " 
case  dealt  with  in  this  early  ruling  is  the  type  of  the 
most  important  class  of  exceptions  granted  in  con- 
sideration of  railroad  competition  imder  the  new  act; 
namely  that  of  roundabout  railroad  lines  which  are  in 
competition  with  more  direct  routes.  These  it  is  the 
settled  policy  of  the  Commission  to  relieve  from  the 
operation  of  the  fourth  section,  provided  always  that 
the  short  line  bases  its  charges  on  distance,  and  that 
the  rates  to  intermediate  points  on  the  roundabout  line 
are  shown  to  be  in  themselves  reasonable.* 

>  B.  R.  Com.  of  Nev.  ▼.  8.  P.  Co..  21 1.  C.  C.  R.  341. 

*  Inn  L.  A  N.  R.  R.  Co.,  1  I.  C.  C.  R.  81.  81. 

•  WrighiWiraCo.etal.v.P.AL.£.R.R.Co.etal..21I.C.C.R.  64;IiiieRAt« 
OB  Salt,  24  I.  C.  C.  R.  192.  195,  and  othtr  etmB. 
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This  might  seem  to  make  a  rather  large  breach  in  the 
barrier  of  prohibition  that  was  intended  to  be  ''  well- 
nigh  imiversal/'  but  no  one  familiar  with  the  history  of 
the  question  will  be  surprised.  The  Commissioners  are 
only  following  the  original  policy  of  their  predecessors; 
they  are  in  accord  with  foreign  practice,  and  with  a 
sound  ''  cost ''  theory  of  charges.  The  essential  thing, 
under  such  a  theory,  is  that  each  locality  should  get 
the  benefit  of  its  location,  as  measured  in  the  actual  rela- 
tive costs  of  carriage.  The  circuitous  route  is,  of  course, 
ordinarily  the  more  expensive,  especially  as  the  Ck)m- 
mission  has  tentatively  defined  a  circuitous  route  for 
this  purpose  as  one  at  least  15  per  cent  longer  than  the 
direct  line.^  This  is  by  no  m^ans  a  fixed  rule,  however; 
other  disabilities  than  distance  might  have  the  same 
effect,  even  if  the  distance  were  the  same.*  The  deci- 
sive thing  is  an  economic  disadvantage  of  some  sort, 
that  would  of  itself  justify  h^er  rates  than  those  of 
the  stronger  (usually  shorter)  line.  In  view  of  more 
complex  situations  to  come,  the  writer  begs  the  reader's 
patience  in  a  brief  review  of  the  economics  of  this  simple 
and  familiar  case.' 

An  intermediate  point  (C  in  diagram)  on  the  longer 
route  has  a  right  to  a  reasonable  joint  rate  through  the 
common  jimction  and  on  by  the  direct  line  {CAB),  if 
it  is  so  near  the  common  jimction  that  this  is  the  least 
expensive  way  for  the  carriers  to  haul  the  goods.  This 
means  a  rate  higher  than  the  junction  pays  by  an 
amoimt  approaching  the  local  charges  for  the  haul  AC. 

To  this  rate,  C  is  entitled  on  a  cost  basis  and  as  a 
result  of  its  location,  no  matter  how  the  traffic  moves; 

>  In  re  Rates  on  Salt.  24  I.  C.  C.  R.  192. 105.  Edwards  A  Bradford  Lumber  Co. 
▼.  C.  B.  A  Q.  R.  R.,  26  1.  C.  C.  R.  93. 

•  In  re  Rates  on  Salt.  24  I.  C.  C.  R.  192.  196.  In  re  Lumber  Rates,  25  L  C.  C.  R. 
ei.     Grand  Junet.  Chamber  of  Com.  y.  D.  A  R.  G.  R.  R.  Co.,  28  I.  C.  C.  R.  115. 

"  For  a  fuDer  discussion,  coins  into  some  aspects  of  the  situation  not  treated  hen, 
see  Ripley,  Railroads:  Rates  and  Resulation,  pp.  219  ff. 
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and  it  is  not  entitled  on  a  cost  basis  to  any  lower  rate. 
If  the  route  CAB  were  owned  by  one  company  and 
CDB  by  another,  there  would  be  no  question  raised  of 
the  fairness  of  the  adjustment  of  charges.     Why  then 


DiAOSAM  I 

should  the  principles  of  justice,  as  based  on  cost,  turn 
a  somersault  if  we  suppose  the  stretch  of  track  AC  has 
been  sold  by  one  company  to  the  other  ?  In  a  closed 
circuit  of  this  sort,  the  cost  principle  demands  that  to 
any  terminus  the  economic  mid-point  should  pay  the 
highest  rate,  and  it  is  only  by  chance  that  this  mid-point 
could  be  identical  with  a  junction  of  the  lines  of  two 
separate  companies. 

Now  if  the  roundabout  route  chooses  to  compete  for 
traffic  between  the  conmion  termini,  so  long  as  this 
does  not  result  in  imduly  low  rates  from  il  to  JS  direct 
(the  Conmiission  requires  the  direct  line  to  observe  the 
fourth  section),  it  is  a  matter  purely  between  the  two 
companies,  injiuing  no  one,  unless  it  results  in  wasteful 
carriage.  This  latter  aspect  is  not  to  be  neglected;  ^ 
but  such  bidding  for  roundabout  hauls  is  not  likely  to 
be  very  prevalent  unless  there  is  some  unused  capacity 
which  can  be  employed  at  slight  additional  expense,  so 
that  the  possible  waste  of  the  roundabout  haul  is  not 
necessarily  as  great  as  would  appear  from  a  glance  at 

>  See  Ripley,  op-  eit.,  ohap.  vitt. 
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the  map.  If  the  direct  line  is  unable  to  carry  all  the 
traffic  between  its  termini,  the  roundabout  haul  be- 
comes the  cheapest  way  to  handle  the  surplus  and  avoid 
congestion;  a  condition  which  occurs,  to  be  sure,  only 
intermittently. 

But  even  if  the  short  line  is  not  coi^ested,  to  compel 
the  granting  of  terminal  rates  to  intermediate  points 
would  not  prevent  a  discrimination  but  create  one,  and 
one  that  might  just  as  logically  be  extended  to  an  out- 
side point  E.  In  fact,  if  it  were  not,  the  point  E  would 
have  just  cause  of  complaint.  Thus,  if  a  territory  is 
divided  into  zones  whose  rates  increase  with  distance, 
and  one  carrier  happens  to  have  a  route  that  passes 
through  a  higher  zone  on  the  way  to  or  from  points  in  a 
zone  of  lower  charges,  it  would  not  simplify  matters  to 
compel  that  carrier  to  observe  the  fourth  section.^ 

Another  interesting  case  is  that  of  the  independent 
cross-line  forming  the  base  of  an  isosceles  triangle  or 
one  side  of  a  rectangle,  and  able  to  divert  in  either  direc- 
tion through  freight  from  its  own  local  stations  —  the 
type  of  a  large  class  of  problems  with  which  Professor 
Ripley  has  made  us  familiar.'  A  case  of  this  sort  has 
been  settled,  not  on  the  ground  of  preventing  waste  in 
roundabout  carriage,  but,  like  the  general  case  of  the 
circuitous  route,  on  the  sole  basis  of  giving  each  station 
the  benefit  of  the  shortest  route  available  by  which  its 
traffic  might  move.  Carthage  Junction'  is  farther 
from  various  Ohio  River  crossings  than  are  the  points 
on  either  side  of  it,  and  it  pays  a  higher  rate.  This  is 
upheld,  even  tho  "  it  often  happens  .  .  .  that  this 
carrier,  ...  for  purposes  and  reasons  of  its  own, 
desires  to  haul  traffic  which  originates  west  of  Carthage 
Junction  through  Carthage  Junction  east  to  a  connec- 

>  In  n  Lumber  lUtee,  26  I.  C.  C.  B.  60.  •  Op.  dt.,  pp.  282  ff. 

*  In  w  Lumber  Rates,  26  I.  C.  C.  R.  60,  66. 
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tion  with  the  Louisville  &  Nashville  at  Hariiman  or  the 
Southern  Railway  at  Emory  Gap,  and  conversely,  it 
might  desire  to  handle  traffic  originatii^  to  the  east  of 
Carthage  Junction  through  that  point  west  to  a  connec- 
tion with  the  Louisville  &  Naahville  at  Nashville  or 
Clarksville,  or  the  Illinois  Central  at  Hopkinsville.    In 


Cincinnati  jP 


Hopkinsville 


Clarksville 


Carthage  junction 
DlAORAM  n 


^  Harriman 
Bmory  Qap 


either  case  the  traffic  would  pass  through  a  point  taking 
a  higher  rate  than  the  point  of  origin." 

The  Commission  holds,  in  granting  relief  from  the 
fourth  section,  that  so  loi^  as  the  ''  rates  are  mani- 
festly constructed  upon  the  proper  plan  ...  it  is  en- 
tirely immaterial  to  the  shippers  upon  that  line  whether 
traffic  is  handled  by  the  Tennessee  Central  through  its 
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eastern  or  its  western  jimctions."  ^  The  opinion  in  the 
case  gives  no  hint  whether  the  ''  purposes  and  reasons 
of  its  own  "  which  give  rise  to  the  practice  complained 
of  are  matters  of  transportation  convenience,  such  as 
the  balancing  of  its  eastward  and  westward  tonnage  so 
as  to  reduce  the  haulage  of  empty  cars,  or  whether  they 
are  concerned  with  getting  the  most  favorable  division 
of  the  through  rate  with  the  connecting  carriers.  But 
it  seems  plain  that  the  question  at  issue  is  not  to  be 
settled  on  the  basis  which  Professor  Ripley  suggests, 
of  preventing  roundabout  shipments  at  lower  rates  than 
are  granted  to  points  on  the  way,  through  which  the 
shipments  pass. 

So  much  for  the  circumstances  which  will  justify  the 
granting  of  relief.  The  fact  has  already  been  mentioned 
that  competition  with  other  railroads  will  not  of  itself 
furnish  a  basis  for  the  granting  of  relief  to  the  shortest 
line,  nor  to  any  other  of  approximately  equal  length.' 
Market  competition  falls  almost  in  the  same  category. 
By  itself,  it  is  not  enough  to  justify  departure  from  the 
general  rule,  tho  the  Commission  will  not  say  that  it 
could  never  do  so.*  The  writer  may  hazard  the  con- 
jecture that  when  exception  is  made,  it  will  be  to  pre- 
serve the  life  of  established  industries  and  the  value  of 
invested  capital  which  have  been  protected  so  long 
against  the  superior  advantages  of  others  that  they 
have  acquired  a  "  vested  interest  "  in  such  protection. 

The  Conmiission  argues,  however,  that  if  carriers 
make  an  extra  low  through  rate  to  put  Kansas  salt  into 
St.  Louis  in  competition  with  salt  from  Michigan,  the 
carriers  of  the  Michigan  salt  could  retaliate  with  equal 
justice,^  and  there  would  be  no  logical  limit.     ''  This 

>  Cf.  Riidey,  op.  dt.,  pp.  295,  296. 

>  24  I.  C.  C.  R.  192,  25  I.  C.  C.  R.  51. 

«  In  re  Lumber  Rates,  26  I.  C.  C.  R.  50.  59. 
«  In  re  Rates  on  Salt,  24  I.  C.  C.  R.  192. 
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form  of  discrimination  is  one  which  feeds  upon  itself, 
.  .  .  and  it  ought  to  be  snuffed  out  in  its  infancy  before 
property  rights  and  commercial  conditions  have  inter- 
vened to  render  the  thing  aimed  at  difficult  of  accom- 
plishment." ^  It  seems  here  to  be  implied  that  if 
another  case  of  this  same  sort  were  to  arise,  in  which  the 
practice  was  not  attacked  until  after  property  rights 
had  grown  up,  the  answer  might  be  different. 

While  agreeii^  entirely  with  the  general  view  of  the 
Commission,  the  writer  has  had  some  questionings  as 
to  the  logical  consistency  of  the  policy.  If  we  accept 
the  idea  that  market  competition  may  be  something 
more  than  a  mere  ''  euphemism  for  railroad  policy,"  * 
we  may  draw  some  interesting  comparisons.  If  the 
actual  cost  of  making  goods  and  carrying  them  to  St. 
Louis  from  the  east  is  less  than  from  the  west,  but 
if  the  western  carrier  makes  an  extra  low  rate,  low 
enough  to  meet  the  eastern  competition,  it  is  not  at 
once  obvious  how  this  weak-line  competition  differs  in 
principle  from  that  of  a  roundabout  route  against  a 
direct  one  joining  the  same  termini.  And  if  the  western 
road  makes  the  rate  to  St.  Louis  lower  than  to  nearby 
intermediate  points,  have  these  points  been  robbed  of 
anything  to  which  their  geographical  situation  entitled 
them  ?  By  the  terms  of  the  problem,  the  lowest  actual 
cost  at  which  the  goods  can  be  made  and  laid  down  at 
their  doors  is  more  than  the  same  goods  need  cost  laid 
down  at  St.  Louis. 

But  the  assumptions  (expressed  and  implied)  on 
which  this  case  rests  are  such  as  would  prove  in  practice 
both  elusive  and  unstable.  To  ascertain  with  accuracy 
the  point  at  which  the  combined  cost  of  making  and 
laying  down  the  goods  is  the  same  from  the  east  as 

1  In  re  Lmnber  lUtea,  25  I.  C.  C.  R.  50,  60.     See  alio  Bluefield  Bhippen  Aomo.  ▼. 
N.  A  W.  R.  Co.,  22  I.  C.  C.  R.  510,  525. 
*  21 1.  C.  C.  R.  367. 
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from  the  west,  we  must  know  the  relative  costs  of  pro- 
duction at  the  different  sources  of  supply,  and  must 
make  allowance  as  well  for  any  differences  in  quality 
which  might  enable  one  producer's  goods  to  make  way 
against  another's  even  at  a  higher  price.  And  if  we 
were  to  base  a  rate  policy  on  our  findings,  we  ought  to 
be  sure  that  these  relative  costs  and  qualities  would  not 
change  in  the  future.  For  if  the  western  producers 
should  become  enough  more  efficient,  the  whole  argu- 
ment would  fall  to  the  groimd,  and  the  case  become  one 
of  obvious  discrimination  in  favor  of  St.  Louis  and 
against  the  intermediate  points.  Such  justice  totters 
on  a  narrow  pedestal.  We  should  also  make  sure  that 
the  financial  situation  of  the  railway  will  not  change, 
for  if  it  does,  the  road  may  find  itself  no  longer  anxious 
to  carry  the  traffic  in  question  at  such  low  rates,  and  yet 
unable  to  alter  its  policy  without  damage  to  ''  vested 
interests." 

The  essential  difference  between  the  two  kinds  of 
competition  shows  itself  in  facts  like  these.  In  any 
case  like  the  one  just  described,  capital  and  labor  are 
being  supported  in  a  relatively  unproductive  locality, 
while  in  the  competition  of  routes,  so  long  as  the  rates 
of  the  strongest  route  are  not  twisted  out  of  a  reason- 
able adjustment,  no  industry  is  affected  save  the  rail- 
roads themselves.  And  if  the  roimdabout  line  should 
decide  to  cease  bidding  for  competitive  traffic,  or  to 
let  part  of  it  go,  that  is  an  affair  between  the  traffic 
manager  and  his  superiors,  making  no  essential  differ- 
ence to  anyone  outside. 

Railroad  systems,  like  nations,  are  prone  to  protect 
their  own  infant  industries;  ^     but  the  regulator  who 

1  Tho  writer  hM  elMwhere  dfacuwad  mors  folly  the  pwaUel  between  nflway  rate 
theoiy  end  tbe  theofy  of  Intsmetlonal  trade.  ColumbU  Univ.  Studlee.  vol.  87.  no.  1, 
pp.  125-136.  The  diaouesion  of  Comminloner  Meyer'i  paper  at  the  last  eeerfon  of 
the  Ametiean  Boonomie  Aeaoelation  (held  rinoe  the  above  wae  written)  ihowe  that 
eoonomiete  reoogniee  the  fundamental  identity  of  prineiple  involved. 
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seeks  a  nation's  welfare  is  like  an  economist  with  a 
worid-inclusiye  outlook  viewing  a  protective  tari£F. 
He  concedes  it  justifiable  in  certain  cases,  but  he  is 
likely  to  conclude  that  out  of  the  great  array  of  pro- 
tected industries,  the  infants  whose  special  nurture  has 
repaid  its  cost  are  few  and  far  between.  Hence  the 
fact  that  the  Commission  will  not  allow  market  competi- 
tion, if  unsupported  by  special  considerations,  to  justify 
lower  charges  for  the  longer  haul,  may  be  regarded  as  a 
salutary  check,  making  somewhat  more  expensive  a 
policy  which  is  likely  in  any  case  to  be  carried  beyond 
the  limits  of  gain  for  the  country  at  large. 

II.  Extent  of  Relief  Granted 

It  is  in  the  exercise  of  its  discretion  to  decide  the 
d^ree  and  kind  of  relief  to  be  granted  that  the  most 
interesting  questions  arise,  for  the  burden  of  proof  is  on 
the  carrier  to  justify  the  rates  he  wishes  to  charge.  **  It 
must  be  affirmatively  shown  by  the  carrier  seeking  such 
exception  that  injustice  will  not  be  done  to  intermediate 
points  by  allowing  lower  rates  at  the  more  distant 
points." »  This  is  a  return  to  the  principle  of  the 
Cullom  Report  of  1886,  which  proposed  that  a  greater 
charge  for  a  shorter  distance  should  be  '*  presumptive 
evidence  of  unjust  discrimination." 

As  to  the  extent  of  the  Commissioners'  discretion, 
they  have  maintained  that  confiscation  is  the  only 
limit.*  They  may  fix  a  maximum  difference  between 
the  rates  of  the  two  points  in  question,  or  a  miniTninn 
Tate  at  the  farther  point  (a  rare  thing  in  rate  regulation). 
They  mfiy  "  define  the  territory  from  which  a  higher 
intermediate  charge  may  be  made,"  or  fix  a  maximum 
rate  at   the  intermediate  point.     In  fact,  they  may 

«  R.  R.  Com.  of  Nov.  t.  S.  P.  Co..  SI  I.  a  C.  B.  Ml. 

•  B.  R.  Com.  of  Not.  y.'S.  P.  Co..  SI  I.  C.  C.  B.  8S9. 840. 
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limit  the  discrimination  '^  in  any  way  that  is  definite 
and  certain."  ^  Within  the  limits  set,  it  would  seem 
that  the  Commissioners  have  a  freer  hand  to  work  out 
their  own  ideas  of  relative  reasonableness  than  ever 
before. 

By  far  the  most  striking  rulings  have  been  in  the 
cases  dealing  with  the  rates  from  the  eastern  and  central 
section  to  points  near  the  Pacific  coast.  The  questions 
at  issue  and  the  general  features  of  the  decisions  are 
now  familiar.  On  accoimt  of  water  competition,  the 
rates  from  the  eastern  coast  are  highest  to  points  some 
distance  inland,  and  lower  to  Pacific  ports.  When  the 
carriers  serving  Chicago  and  other  points  in  the  eastern 
half  of  the  continent  began  the  poUcy  of  putting  these 
cities  on  a  par  with  the  seaports  in  competition  for  the 
western  markets,  they  took  the  rates  as  they  found  them, 
discriminations  and  all.  Under  these  rates,  producers 
west  of  the  AUeghenies  have  come  to  do  more  and  more 
of  the  business,  until  now  most  of  the  traffic  paying  the 
rates  is  not  subject  to  water  competition  that  would  of 
itself  account  for  the  discrimination.*  It  seems  to  have 
been  true,  however,  that  the  ocean  carriers  did  reach 
inland  and  draw  cargoes  to  the  Pacific  coast  via  the 
Atlantic  from  as  far  west,  at  times,  as  Chicago,  often 
themselves  "  absorbing  "  the  cost  of  the  eastward  haul. 
The  Commission  met  this  situation  *  by  dividing  the 
coimtry  into  zones,  one  where  water  competition  ad- 
mittedly has  full  force,  one  where  it  has  no  force,  and 
two  intermediate  zones  where  its  effect  is  weak  or  inter- 
mittent. The  amount  by  which  the  intermediate  rates 
in  question  might  exceed  the  through  charges  was 
limited  to  25  per  cent  from  the  eastern  zone,  15  per  cent 

i  aty  of  Spokue  ▼.  N.  P.  Ry.  Co..  21 1.  C.  C.  R.  400, 415. 
>  R.  R.  Com.  of  Nev.  y.  So.  Pae.  Co.  et  al.,  19  I.  C.  C.  R.  288,  247-251. 
•  IntennoontaiB  Rate  Case,  21  I.  C.  C.  R.  855.     CHjr  of  G^mkaiie  ▼.  N.  P.  Ry. 
Co.,  21  I.  C.  C.  R.  400,  428. 
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from  the  next,  7  per  cent  from  the  next  and  none  from 
the  zone  farthest  west. 

At  first  sight  the  ruling  seems  logical.  Yet  here  also 
disturbing  questionings  arise  which  make  one  doubt  if 
this  will  prove  a  permanent  solution  of  the  problem. 
Indeed  the  Conmiission  can  hardly  be  said  to  regard 
it  as  such,  since  it  held  that  it  would  be  within  its  rights 
in  refusing  relief  to  all  but  the  seaboard  zone,  as  it  had 
not  been  aflSrmatively  shown  that  the  coast-to-coast 
rates  were  unreasonably  low  in  themselves  if  applied 
to  the  haul  from  the  inland  zones  to  the  intermountain 
region.  Such  being  the  case,  and  the  law  placing  the 
burden  of  proof  oli  the  carriers  to  establish  the  reason- 
ableness of  their  intermediate  charges,  the  Commission 
could  legally  have  lowered  all  the  intermediate  rates  to 
the  level  of  those  granted  to  the  seaports.  The  fact 
that  they  gave  the  permission  to  charge  more,  repre- 
sented an  attempt  to  be  "  extremely  conservative  in 
this,  the  first  appUcation  of  the  new  law."  ^  R^arded 
as  an  attempt  to  set  up  the  exact  reasonable  charge  to 
the  intermoimtain  region  (of  which  no  pretense  is  made) , 
the  decision  would  surely  be  open  to  the  objection  raised 
by  the  Commerce  Court  in  enjoining  it,*  namely,  that 
the  Commissioners  cannot  say  whether  the  intermediate 
rates  chargeable  under  their  order  are  absolutely  rea- 
sonable or  not,  for  they  do  not  know  what  those  rates 
will  be.  Apparently,  the  Conmiission  assumed  that  the 
coast-to-coast  through  rates  would  go  no  lower  than 
they  were  at  the  time  —  a  bold  assumption  in  view  of 
all  the  possibilities  of  the  Panama  Canal.  If  the  deci- 
sion had  used  percentages  of  the  coast-to-coast  rates  as 
they  stood  at  the  time,  its  position  might  have  been  un- 
assailable. Possibly  the  Commission  had  in  mind  its 
experience  with  the  Texas  Commission,  in  which  its  at- 

«  R.  R.  Com.  of  Nov.  v.  A.  T.  A  8.  P.  Ry.  Co.,  21 1.  C.  C.  R.  329.  809. 
>  A.  T.  A  8.  F.  Ry.  Co.  r.  U.  8.,  191  FM.  866. 
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tempts  to  prevent  a  discrimination  by  lowering  an  inter- 
state rate  were  frustrated  by  lowering  the  competing 
intra-state  rate  still  farther.  Were  the  Commissioners 
afraid  that  an  order  that  should  merely  lower  these  inter- 
mediate rates  would  be  the  signal  for  an  orgy  of  rate  cut- 
ting by  the  roads  who  are  interested  in  seeing  the  Pacific 
seaports  do  as  big  a  jobbing  business  as  possible  ? 

As  to  the  logic  of  the  competitive  situation,  it  would 
seem  that  the  straight  path  to  the  end  desired  would  be 
to  determine,  if  possible,  what  rates  from  the  various 
zones  are  needed,  bona  fide,  to  meet  the  rail-and-water 
competition,  and  to  order  that  the  only  rates  exempt 
from  the  long  and  short  haul  prohibition  shall  be  rates 
that  are  not  lower  than  the  competitive  rates  so  found. 
The  result  would  be  quite  similar  to  that  of  the  rulings 
of  the  Commission:  it  would  level  off  the  summit  of 
the  mountain-peak  of  high  rates  which  raises  its  bulk 
so  forbiddingly  to  the  western  inland  rate-payer,  but 
the  method  woidd  be  more  direct.  A  rate  is  either 
determined  by  water  competition  or  it  is  not.  If  not, 
it  is  not  entitled  to  exemption ;  but  if  it  is  so  determined, 
what  reason  is  there  for  putting  a  percentage  limit  on 
the  relief  granted  ?  If  the  method  here  suggested  be 
practicable,  it  woidd  seem  to  offer  the  simplest  way  of 
separating ''  business"  reductions  of  rates  (made  neces- 
sary by  direct  competition  of  routes)  from  "  charitable  " 
ones  (due  to  market  competition),  and  enacting  that 
charity  must  begin  at  home. 

In  conclusion,  a  few  general  impressions  present 
themselves.  In  the  first  place,  all  cases  under  the  fourth 
section  cannot  but  be  witnesses  to  the  wide  margin  of 
tolerance  for  different  methods  of  constructing  tariffs 
that  exist  in  our  regulative  machinery.  Strict  mileage 
scales,  tapering  scales,  blanket  rates  of  wide  extent. 
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and  combinations  both  forward  and  (with  the  permis- 
sion of  the  Commission)  backward  from  a  competitive 
terminal  point,  —  all  are  allowed  within  the  limits  of 
this  discretionary  statute.  All  that  is  accomplished 
by  rulings  under  the  fourth  section  is  to  substitute 
blanket  rates  for  rates  that  disregard  distance  still 
more  violently. 

In  many  cases  the  Commission,  acting  under  its 
general  powers,  has  gone  farther  than  this.  It  has 
limited  the  extent  of  single  blanket  rates  when  that 
seemed  excessive,  and  has  prescribed  rates  of  its  own 
making  in  the  form  of  modified  distance  scales.  But 
this  work  tho  of  the  utmost  interest,  is  beyond  the 
bounds  of  the  present  study. 

Secondly,  it  seems  that  the  Commission's  ideal  has 
much  to  do  with  the  efficiency  to  be  gained  by  placing 
the  country's  industries  in  the  situations  most  favor- 
able for  them,  and  less  to  do  with  preventing  the  losses 
in  transportation  efficiency  that  come  directly  from 
wasteful  carriage,  in  ways  made  familiar  by  Professor 
Ripley's  analysis.^  And,  thirdly,  one  cannot  but 
wonder  whether  the  shifting  to  the  carriers  of  the  bur- 
den of  proving  that  rates  to  intermediate  points  are 
reasonable  may  not  have  been,  iduring  the  months  that 
are  past,  a  more  effective  weapon  in  lowering  these  rates 
than  it  can  ever  be  again.  For  the  attorneys  of  the 
railroads  cannot  fail  to  learn  better  and  better  now  to 
support  this  burden  of  proof,  as  the  Federal  Depart- 
ment of  Justice  in  enforcing  the  Sherman  Act  had  to 
learn,  through  the  fiasco  of  the  Knight  case,  how  to 
prove  to  the  courts  that  an  illegal  combination  existed, 
and  emerged  at  the  end  successful. 

J.  M.  Clark. 

AaBXBsnp  Collbgb. 

>  lUilxoftda:  Rates  and  RegalatioD,  m  died. 
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'     INDUSTRY  IN  PISA  IN  THE  EARLY 
FOURTEENTH  CENTURY 

SUMMARY 

Pisa's  commercial  greatness  and  prosperity,  339.  —  Her  decline  at  the 
end  of  the  thirteenth  century,  340.  —  Industrial  organisation  in  the 
early  fourteenth  century,  341.  —  Its  mature  form,  341.  —  The  gilds, 
341.  —  The  unorganised  crafts,  347.  —  The  crafts,  organised  but  de- 
pendent, 348.  —  Industrial  regulation  by  the  gilds,  349.  —  By  the  city, 
350.  —  Study  of  the  woolen  industry,  363.  —  The  Curia  Mercatorum, 
354.  —  The  Arte  della  Lane,  355.  —  The  domestic  system  in  the  shell 
of  the  old  pld  organisation,  356.  —  Conclusion,  358. 

Up  to  the  present  time,  our  knowledge  of  Italian 
economic  history  in  the  early  Renaissance  is  slight. 
There  are  the  studies  of  Poehlmann,^  Doren,*  and 
Davidsohn  *  for  Florence,  of  Bro^o  d'Anjano  *  for  Ven- 
ice, and  of  Schaube  *  for  Pisa,  but  practically  nothing 
of  value  besides.  This  is  not  due  to  the  lack  of  avail- 
able printed  sources;  for  the  printed  Statuti  of  the 
Italian  cities  contain  a  mass  of  material  which  will 
amply  repay  investigation.*  As  an  example  of  what 
can  be  done  from  the  printed  sources  I  have  made 
this  study  from  the  Statuti  of  Pisa,^  a  contribution 
toward  a  fuller  knowledge  of  the  industrial  side  of 
Italian  economic  history. 

>  Poehfanaim,  R,  Die  wirthoehaftspolitik  der  floieiwiittner  ranainaaoe  vnd  das 
prindp  der  ▼etkehnfreihsit. 

*  Doren.  A,  Studien  atis  der  florentiner  wirthsohAftacesehiohte. 
9  Davideohn,  R,  Qeeohichte  von  Floreni. 

*  Brofflio  d'AnJano,  R*  Die  Venetianieohe  eeideniiidustiie  und  Hue  otTpwiitaticm  tm 
ram  Auagang  dee  mitteUlters. 

■  Sobaube,  A,  Dae  Konaulat  dee  Meeree  in  Piaa. 

*  The  libraiy  of  Harvard  University  has  recently  acquired  a  larte  coDeotion  of 
Italian  Statuti,  numbering  nearly  four  hundred  volumes. 

'  Statuti  Pisani,  edited  by  Fraaceeco  Bonaini  in  thxee  volumes,  Florenoe,  1854-70. 
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Pisa  began  her  expansion  before  the  first  Crusade. 
In  company  with  Genoa  she  had  cleared  the  Tyr- 
rhenian Sea  of  Saracens,  and  a  victory  over  the  Mus- 
lims in  North  Africa  in  1087  opened  the  rich  trade  of 
North  Africa.  But  in  the  next  two  decades  came  still 
greater  expansion.  The  Pisans  were  pushing  and 
ambitious.  They  used  the  Crusades  early  for  their 
own  commercial  advantage.  Their  fleet,  on  which 
saQed  the  Archbishop  of  Pisa  himself,  the  great  Daiber- 
tus,  was  among  the  first  to  reach  the  Holy  Land  during 
the  First  Crusade.  Only  by  its  help  was  Jerusalem 
taken;  and  in  return  for  this  aid,  the  Pisans  secured  a 
quarter  in  Joppa,  the  port  of  Jerusalem.  During  the 
next  five  years,  Pisan  fleets  aided  in  the  conquest  of 
many  a  city;  the  rewards  were  trading  rights  and 
quarters.  The  stately  array  of  charters  and  grants  of 
rights  and  quarters  in  Laodicea,  Antioch,  Tyre,  Joppa, 
Jerusalem,  Tripoli,  and  Acre,^  made  and  constantly 
reaffirmed  to  her  consuls  throughout  the  twelfth  cen- 
tury, show  the  extent  of  her  commerce  and  power. 
Moreover  she  had  favorable  conmiercial  treaties  with 
the  Greek  Emperor^  and  the  Kings  of  Busa'  and 
Tunis,*  which  opened  Constantinople  and  the  whole 
of  North  Africa  to  her  merchants  in  the  thirteenth 
century. 

The  proofs  of  her  wealth  remain  to  this  day.  The 
Cathedral,  far  away  from  the  markets  and  shops  and 
busy  wharves,  was  begun  in  1118,  the  great  wall  in 
1142,  and  the  Baptistry  in  1153.  Even  Villani,  Floren- 
tine tho  he  was,  concedes  her  greatness  and  wealth. 
Under  the  date  of  1282  he  writes,  "  At  this  time  there 
were  more  powerful  and  rich  citizens  in  Pisa  than  in 
any  other  city  in  Italy.      The  Pisans  were  lords  of 

>  For  thflte  oharten  see  Flamiaio  dal  Borgo.  Diirfomi  Piaani,  pp.  85  to  108  induaivv. 
<  lUd..  p.  173.  *  Ibid.,  p.  210.  «  Ibid.,  p.  213. 
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Sardinia,  of  Corsica  and  of  Elba,  and  their  private 
revenues  as  well  as  those  of  the  commune  were  immense. 
It  may  be  said  that  their  ships  had  command  of  the 
sea.  In  the  town  of  Acre,  they  were  most  powerful,  and 
were  related  to  many  of  the  rich  burgers  there."  ^ 

By  the  beginning  of  the  fourteenth  century,  Pisa  had 
passed  the  zenith  of  her  greatness.  In  1284,  Genoa 
defeated  her  in  the  battle  of  Meloria.  Her  fleet  was 
destroyed,  thousands  of  her  citizens  killed,  and  at 
least  9,272  taken  prisoners  to  Genoa  and  kept  there 
for  years.'  Close  upon  this  defeat  came  civil  war,  a 
papal  interdict,  and  an  alliance  of  Genoa,  Lucca  and 
Florence  against  the  city.  Her  commerce  declined.* 
Yet  Italian  cities  have  always  shown  a  great  power  of 
recuperation,  and  Pisa  is  no  exception.^  Twentynsix 
years  after  Meloria,  when  Henry  VII  announced  his 
coming  into  Italy,  the  city  sent  to  him  the  sum  of 
60,000  ducats  from  the  city  treasiuy,  and  promised  a 
like  sum  when  he  should  enter  Italy.*  During  Henry's 
campaign  in  Italy  in  1312-13,  Pisa  was  one  of  his  chief 
allies  and  aids.* 

During  the  centuries  of  the  city's  great  commercial 
expansion  and  activity,  there  had  gone  on  a  develop- 
ment of  industrial  organization  of  which  we  know  very 
little.  It  is  not  surprising,  however,  to  find,  in  the  late 
thirteenth  and  early  fourteenth  centuries,  the  organiza- 

1  Qkmomi  Villari,  Gronioa,  vol.  i,  p.  416. 

*  Yillari,  History  of  floronoe,  vol,  i,  p.  380.  The  baas  for  thflte  figom  is  tin 
inseription  on  the  ehuroh  of  St.  Matteo  st  Genoa.  At  the  end  of  Bonaini*s  first  volume 
there  is  a  f ao-«imile  roproduetion  of  this  insoriptkm  in  color. 

*  Bohaobe,  A.,  Das  Kousulat  des  Meeres  in  Pisa,  p.  62.  He  oonslders  the  deerease 
of  the  number  of  men  in  the  greater  oounoQ  of  the  Ordo  Maria,  the  important  oommeir 
eial  maritime  giid,  from  76  in  1286  to  24  in  1800,  a  very  strong  proof  of  oommeidal 
decline. 

*  For  illustrations  of  the  rBcuperative  powers  of  the  Italian  cities,  see  the  stories  of 
the  oonfliets  between  Venioe  and  Genoa  in  Horatio  Brown,  Venioe,  an  Historioal 
Sketch. 

*  Albertinus  Mussatas,  in  Muratori,  Rer.  ltd.  88.,  vol.  z,  p.  884. 

*  Ibid.,  p.  411. 
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tion  of  industry  in  what  may  be  called  a  mature  form. 
Not  only  was  the  form  of  industrial  organization  mature^ 
but  this  organization  had  become  fossilized,  so  that 
any  new  development  had  to  proceed  under  the  shell 
of  the  old  system.  This  happened,  as  will  be  shown 
presently,  in  the  woolen  industry. 

The  industry  of  the  city  was  centered  in  the  Arte 
della  Lane,  or  Wool  Gild,  and  the  seven  craft  gilds 
which  made  up  the  Septem  Artes.^  The  Arte  della 
Lane  and  two  gilds  of  merchants,  the  Curia  Merca- 
torum  and  the  Qrdo  Maris,'  composed  the  Tres  Qrdines. 

This  division  of  the  gilds  into  two  groups  we  find  in 
Florence  also.  The  Tres  Ordines  of  Pisa  correspond 
to  the  seven  greater  gilds  of  Florence;  and  the  Septem 
Artes  of  Pisa  to  the  fourteen  lesser  Florentine  gilds. 
The  line  of  division  is  probably  the  distinction  between 
the  ^'  popolo  grasso  "  and  the  ''  popolo  minuto ''  in 
each  city.  The  seven  craft  gilds  in  Pisa  were  the  gilds 
of  the  Smiths,  the  Skinners,  the  Shoemakers,  the  Tan- 
ners, the  Butchers,  the  Vintners  and  the  Notaries. 

At  the  head  of  each  gild,  exercising  a  general  over- 
sight over  the  gild,  were  consuls  or  captains.  They 
varied  in  number:  in  the  Wool  Gild  there  were  three; 
the  Butchers  had  six;  and  the  Vintners  four.  Their 
election  is  interesting,  in  that  it  shows  a  clinging  to  the 
older  forms  of  democracy,  after  the  substance  had  gone, 
—  an  indication  of  the  maturity  of  the  organization. 
Sometime  in  December,  the  gildsmen  assembled  in  a 
church,  the  Skinners,  for  instance,  in  the  church  of  St. 
Laiu^ntius,  the  Vintners  in  St.  Lonardus,  the  Tanners 

>  TbiB  nanM  is  used  in  two  senses:  ss  a  fsnenl  name  for  the  seven  gilds,  and  as  a 
■peeifle  name  for  tbe  inoorporated  union  of  the  gilds  which  wss  made  in  1306. 

•  With  these  two  gilds  of  merehants  I  shall  not  deaL  The  Oido  Mails  has  been 
earafolly  studied  by  Adolf  Sohaube  in  Das  Konsolat  dee  Meeres  in  Pisa,  to  which  I  hava 
already  referred.  No  study  has  been  made  of  the  Curia  Mereatotum,  whieh  was  eosa- 
posed  of  merohants  trading  by  land. 
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in  St.  Michael  in  Burgo.  The  gildsmen,  however,  did 
not  all  take  part  in  the  election.  They  were  merely 
present.  As  a  good  example,  the  method  of  election  in 
the  Butchers'  Gild  may  be  described.^  The  twelve  comi- 
cillors  of  the  Consuls  were  joined  by  twelve  "  worthies,"  * 
chosen  by  the  consuls.  To  these  twenty-four  men,  an 
equal  number  of  ballots  was  given,  ei^teen  of  which 
were  blank,  and  six  contained  the  word  "  elector."  The 
six  electors  thus  created  at  once  chose  the  new  six  con- 
suls and  announced  the  result  to  the  assembled  craft. 
The  consular  term  was  one  year,  from  January  first. 
One  gild  prescribed  that  the  consuls  must  be  at  least 
thirty  years  of  age.'  As  a  rule,  either  the  consul  or  his 
father  must  have  been  bom  in  Pisa,  altho  this  defi- 
ciency could  be  overcome  by  a  ten  or  twenty  years' 
residence  in  the  city,  with  the  payment  of  dues  and  ser- 
vices to  the  city,  and  possessions  worth  at  least  £50.^ 
We  often  find  rules  intended  to  keep  the  consular  office 
in  the  hands  of  the  actual  masters  who  worked  with  their 
own  hands,  or  at  least  directed  workmen.*  The  candi- 
date for  the  consulship  must  have  exercised  the  craft  at 
least  ten  years,  "  himself  or  his  father,"  and  he  must 
have  been  exercising  it  continuously  for  the  two  years 
before  the  election.  Such  r^ulation  represents  an 
effort  on  the  part  of  the  actual  workers  to  keep  the  con- 
trol of  the  gild  in  their  own  hands.  It  would  be  neces- 
sary only  in  a  late  stage  of  organization,  where  the  most 
powerful  gildsmen  had  ceased  to  be  industrial  masters. 

>  I  take  the  description  from  Bonaini,  vol.  iii,  p.  1005.  All  refereneea  to  Bonaini  in 
the  future  will  be  merely  by  yoliune  and  page. 

*  *'  Bonoe  hominea.'*  In  some  of  the  gilds  the  oounoillors  of  the  oonsol  act  alonet 
there  being  no  addition  off  **  bonos  homines." 

<  The  Vintnen,  yol.  iii,  p.  1105. 

*  Vol.  ii,  p.  40.  For  further  matter  on  the  deetion  of  consuls  and  their  qualiflea* 
tions  see,  vol.  ii,  p.  46,  vol.  iii,  p.  50,  vol.  lii,  p.  873,  vol.  iii,  p.  876.  vol.  iii,  p.  015, 
vol.  iii.  p.  1022,  VOL  iii,  p.  1058. 

*  Vol.  iii.  p.  876,  vol.  iii.  p.  082.  voL  iii,  p.  1180. 
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This- happened  in  the  London  Livery  Companies,  where 
the  trading  masters  finally  gained  control  of  the  gild 
organization. 

The  consuls  were  assisted  by  a  council ;  sometimes,  as 
in  the  Arte  della  Lane,  and  probably  in  the  Smiths,  by 
a  greater  and  a  lesser  council.^  The  consuls  were  paid 
a  salary,  but  sometimes  we  find  that  they  could  not 
refuse  to  accept  the  office  without  paying  a  heavy  fine.' 
There  was  also  a  Camerarius,  who  handled  all  the 
moneys  of  the  gild.  He  was  elected,  and  held  office  for 
a  year.  Some  gilds  had  also  a  notary,  a  messenger,  and 
a  judge. 

Each  gild  had  its  own  court,'  presided  over  by  the 
consuls  in  twrn  or  by  one  of  them,^  before  which  all 
cases  involving  gildsmen  were  tried.  In  the  Smith's 
gild,  one  consul  sitting  alone  could  try  cases  up  to  20 
solidi;  cases  involving  more  had  to  be  tried  by  all  the 
consuls.*  No  appeal  could  be  taken  from  the  gild 
court;  its  sentence  was  final.*  If  a  gildsman  felt 
injured  by  his  consuls,  he  could  not  summon  them 
before  the  Potesta  or  captains  of  the  city,  but  he  might 
complain  to  the  other  consuls,  or  to  the  captains  and 
priors  of  the  corporation  of  the  Septem  Artes.' 

The  problem  of  admission  to  membership  in  the  gild 
is  important.     Did  the  gildsmen  admit  new  members 

>  The  eouAcQa  were  either  oboeen  by  the  ooneub  m  in  the  Smith's  GOd,  or  elected 
ae  m  the  llntDer'e  Gild. 

t  The  Yintnen  paid  £3.  and  a  half  of  all  fines  in  the  gfld  court.  The  Arte  della 
Lane  paid  £15,  but  impoeed  a  penalty  of  £18  for  refusal  to  serve.  The  Smiths  paid 
15  d.  for  each  shop,  and  a  half  of  all  fines  in  the  court. 

The  symbols  £,  s.,  and  d.  do  not  refer  to  Enclish  money*  but  the  livra,  soUdus  and 
denarius  of  the  Italian  money  of  aoeount.  Twelve  denarii  made  one  solidns,  and 
twenty  solidi  a  livra.  ,The  metal  oontent  of  these  coins  is  not  owrtainly  known,  bat 
it  was  probably  smaller  than  that  of  the  present  English  money. 

•  Vol.  iii.  p.  057,  vol.  x,  p.  89,  vol.  m,  p.  019. 
<  VoL  iii,  pp.  867.  870. 

•  VoL  iii,  p.  871. 

•  VoL  iii,  p.  871.    See  also  vol.  iii,  p.  867,  vol.  iii,  p.  676. 
'  Vol.  Hi.  p.  1170. 
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freely,  or  did  they  seek  to  maintain  their  privil^^  for 
themselves  ?    Was  their  policy  inclusive  or  exclusive  ? 

In  Northern  Europe,  the  normal  way  to  become  a 
master  gildsman  was  to  serve  as  apprentice  with  some 
master  for  a  specified  time,  learning  the  craft.  The 
apprentice  became  a  journeyman  when  his  time  of  train- 
ing had  expired;  and  when  he  was  able,  he  might  open 
a  shop  of  his  own.  In  Pisa  we  find  the  usual  system  of 
apprenticeship.  The  term  varied  widely  among  the 
gilds.  The  Tanners  of  Spina  required  six  years;  the 
apprentice  was  to  have  3  solidi  a  year,  and  was  to  fur- 
nish his  own  bread,  wine,  and  bed.^  The  Skinners  of 
the  New  Bridge  required  six  years.  Eight  days'  trial 
was  allowed  before  the  indenture  was  made.  The 
master  furnished  food  and  drink.  Before  the  appren- 
tice coidd  open  a  shop,  he  had  to  pay  the  gild  100  solidi.' 
The  Tanners  of  St.  Nicolas  demanded  an  eight  year 
term,  paying  two  to  six  solidi  per  year.'  The  term  of 
the  Shoemakers  was  three  years,^  and  of  the  Vintners 
five  years.*  The  Skinners  forbade  giving  work  to  any 
boy  yoimger  than  sixteen  years,*  and  required  an  ap- 
prenticeship of  at  least  two  years.^  There  is  no  trace 
of  the  requirement  of  anything  like  a  masterpiece. 

Could  admission  to  the  gild,  with  the  right  to  open  a 
new  shop,  be  obtained  in  any  other  way  than  by  serving 
an  apprenticeship  ?  Most  gilds  made  provision  for  this. 
First,  in  the  case  of  citizens.  In  the  Spina  Tanners,* 
membership  could  be  inherited  by  sons,  brothers,  grand- 
sons, and  first  cousins.  The  Butchers  were  liberal.  All 
they  required  from  a  citizen  was  that  he  should  take  an 
oath  to  observe  the  Breve  or  gild  charter,  and  to  exer- 

>  Vol.  iU,  p.  964.     TIm  indenture  had  to  be  dnnm  up  wHhin  15  days. 

*  Vol.  iii.  p.  080,  Tol.  in,  p.  067.  *  Vol.  iii,  p.  M». 
«  Vol.  iii.  p.  1082.    Fifteen  dagrs'  trial  was  aUowed. 

•  VoL  iii.  p.  1188.  f  VoL  iii.  p.  1088. 
■  Vol.  iii.  p.  1060.  >  Vol.  tti.  p.  064. 
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ciae  the  craft  without  fraud.  ^    The  Wool  Gild  required 
from  a  citizen  wishing  to  open  a  shop  an  oath  to  the 
gild,  and  the  payment  of  forty  solidi.*    But  in  the  case 
of  strangers  the  requirements  were  more  exacting.    Ten 
fivrae  was  generally  required,  with  an  additional  bond 
of  from  twenty-five  to  fifty  livrae,  that  the  work  should 
be  honestly  done.'     The  Smiths  demanded  a  payment 
to  the  gild  of  only  twenty  solidi,  with  a  bond  of  twenty- 
five  livrae.*     The  Skinners'  Gild,  on  the  other  hand, 
exacted  a  fee  of  fifteen  to  twenty-five  livrae.'     The 
Skinners  of  the  New  Bridge  absolutely  excluded  every- 
one from  the  mastership  who  had  not  served  a  six  year 
apprenticeship.*     Strangers  coming  to  the  city  might, 
however,  be  allowed  to  work  for  wages  in  the  gild. 
Whether  these  various  fees  were  prohibitive  can  best  be 
seen  from  a  study  of  wages.    The  shipwri^ts  received 
three  solidi  to  four  solidi  ten  denarii  per  day.    Finishers 
of  leather  (workmen  in  the  Skinner's  Gild)  got  five 
adidi  six  denarii  a  day,  so  that  their  fee  of  fifteen  livrae 
would  mean  fifty-five  days'  pay.    The  fine  of  a  lanaiuo- 
lu8  who  refused  the  consulship  was  thirteen  livrae. 
The  Notary  of  the  Tanners  was  paid  three  livrae  per 
year,  and  of  the  Wool  Gild  eighteen  livrae.     On  the 
whole,  the  requirements  for  admission  to  the  gild 
mastmhip  appear  to  be  high,  and  the  policy  fairly 
exclusive,  especially  in  the  case  of  non-citizens. 

The  importance  of  the  problem  whether  admission 
to  gild-membership  was  easy  or  difficult  at  once  be- 
oomes  plain  when  we  know  that  the  gilds  had  political 
as  weD  as  industrial  functions.  Indeed,  the  political 
aspect  may  in  some  respects  be  regarded  as  the  more 
important,  for  the  gilds  sometimes  did  not  have  a 

>  VcLiH,  p.  1013.  >  Vol.  iii.  p.  666. 

*  fbr  «ampfe.  tlie  Arte  deOa  Lana.  vol.  iii.  p.  666. 

«  VoL  iB,  p.  872.  i  Vol.  iii.  pp.  967  Md  968. 

*VQLia.p.  1077. 
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monopoly  of  industry  in  their  own  particular  crafts, 
while  they  may  be  said  to  have  had  a  monopoly  of 
political  rights.  Gildsmen  exercised  the  franchise  and 
membership  in  a  gild  was  one  of  the  few  ways  in  which 
a  man  of  the  ''  popolo  minuto  "  could  have  a  voice  in 
the  city  government.  Under  the  commune,  the  gilds 
had  no  political  power  or  official  place  in  the  city 
government.  In  1188,  however,  it  is  to  be  observed 
that  an  oath  of  peace  with  Genoa  is  signed  first  by  the 
twelve  consuls  of  the  City,  and  then  by  the  Consuls  of 
the  Merchants  and  the  Consules  Artis  Lane,  before  the 
signatures  of  the  individual  citizens.^  This  indicates 
that  even  thus  early  the  Merchants  and  the  Wool 
Gild  were  becoming  influential  in  the  state. 

In  1254,  a  popular  revolution,  led  by  the  "  popolo 
grasso,''  overthrew  the  Commune,  and  set  up  a  captain 
of  the  people  beside  the  Potesta,  while  twelve  "  An- 
ziani "  or  Ancients  held  the  actual  power  in  the  city.* 
The  council  of  the  Anziani  just  after  this  Revolution, 
was  made  up  of  the  consuls  of  the  Ordo  Maris,  the  con- 
suls of  the  Ordo  Mercatorum,  and  the  consuls  of  the 
"  Quattuor  Artes."  The  four  craft  gilds  which  thus 
succeeded  in  gaining  poUtical  power  in  1254  were  the 
Tanners,  the  Notaries,  the  Smiths,  and  the  della  Lane.* 
When  next  we  find  mention  made  of  the  gilds,  the  Arte 
della  Lane  has  ceased  to  be  considered  as  one  of  the 
craft  gilds  and  is  counted  with  the  Ordines,  and  four 
new  craft  gilds  have  been  given  political  power.  By 
1277,  the  year  of  our  document,*  the  number  of  craft 
gilds  with  a  place  in  the  state  was  seven.     This  number 

*  Flam,  dd  Borgo,  Diplomi  Pisani,  p.  114. 

«  Sohaube,  op.  dt.,  p.  48.  Muratori,  Rer.  Ital.  8S..  toI.  zziv,  pp.  M4-«4A.  A 
■imilar  ravolt  took  plmM  in  Flormoe  four  yt»n  earikr.  ViUari,  Hiatoiy  of  Ftoranoa, 
▼ol.  i,  ohap.  4. 

*  Sohanbe,  ibid.,  p.  44. 

«  Sehaube.  op.  di.,  p.  44;  Bonaini,  ▼ol.  I  p.  63. 
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was  never  increased,  and  was  definitely  fixed  at  seven 
in  the  new  constitution  of  the  city  in  1286.^  New 
gilds  had  been  organized;  but  the  Captain  of  the  city 
now  swore  ''to  compel  all  captains,  councillors,  and 
rectors  of  gilds  and  mysteries,  except  the  Tres  Ordines 
and  the  Septem  Artes  to  surrender  their  charters." 
In  the  future  "  no  other  artificers,  or  men  of  any  work, 
could  have  charters,  or  captains  or  consuls."  Such  fix- 
ing of  the  number  of  gilds  is  not  uncommon.  Loesch 
shows  it  occurred  in  Cologne,^ Geering  in  Basel*  and 
Villari  speaks  of  it  in  Florence,  where  it  occurred  seven 
years  later  than  in  Pisa.  In  Florence  this  may  have 
been  due  in  part  to  the  jealousy  of  the  poletariat  by  the 
"popolo  grasso"  and  "popolo  minuto";  for  their 
power  would  have  been  diminished  by  the  formation  of 
new  gilds  among  the  lowest  class.  In  Pisa,  a  careful 
study  of  classes  and  class  struggles  might  reveal  a 
sunilar  cause.  Of  the  twelve  Anziani,  four  had  to  be 
chosen  from  among  the  Septem  Artes;  ^  the  others  were 
chosen  from  among  the  Tres  Ordines.  The  Anziani 
were  elected  by  an  assembly  which  included  the  An- 
ziani in  office,  their  two  councils,  the  consuls  of  the  Wool 
Gild,  the  priors  and  captains  of  the  seven  gilds  and  some 
other  groups.*  The  individual  gildsman  has  httle  or  no 
direct  part  in  all  this  process;  but  his  gild  has  a  very 
important  place  in  the  city  government;  and  in  this 
way  we  may  say  that  he  has  the  franchise  and  exercises 
political  ri^ts. 

As  has  been  already  noted,  all  the  industry  of  the  city 
was  not  organized  under  the  gild  system,  which  was 

>  YoL  i,  p.  631. 

*  LoMoh,  H.  von.  Die  Kdlner  ZanftuikundeiL 

*  GMring,  T.,  Handel  und  Industrie  der  SUdt  BsmI,  pp.  25  ff . 

*  Vol.  i,  p.  907.    Not  more  than  one  Aniiano  was  to  be  ehoeen  from  the  same  gild. 

*  VoL  i,  p.  078. 
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restricted  to  eight  crafts,  —  those  of  the  Arte  della  Lane 
and  the  seven  gilds.  Of  the  remaining  crafts,  some 
were  entirely  imorganized,  and  some  had  an  organizar 
tion  dependent  upon  another  body.  Let  us  look  first  at 
the  entirely  unorganized  crafts.  Any  person  coming  to 
the  city  of  Pisa  to  live  might  exercise  any  unorganized 
craft  freely,  provided  that  he  paid  the  obligations 
demanded  by  the  city  of  its  citizens:  the  ''  data  "  and 
the  real  and  personal  ^'  servitia."  ^  In  the  years 
between  1313  and  1327,  a  reciprocity  clause  was  intro- 
duced; no  stranger,  in  whose  city  an  exaction  was  made 
from  a  Pisan  for  exercising  his  craft  there,  could  exercise 
his  craft  in  Pisa  unless  he  paid  a  similar  exaction.' 

Possibly  to  prevent  an  effort  to  organize  and  control 
certain  crafts  contrary  to  law,  there  were  e3q>ress 
statutes  forbidding  any  interference  with  any  citizen 
wishing  to  exercise  these  crafts.  For  example,  no  ship- 
wright could  forbid  a  citizen,  or  even  a  stranger,  from 
building  ships.'  In  1286,^  an  attempt  was  even  made 
to  break  down  the  exclusive  monopoly  over  their  craft 
of  some  of  the  seven  gilds.  Any  citizen  or  countryman 
might  sell  meat  in  Pisa,  provided  that  he  swore  before  a 
judge  to  observe  the  regulations  laid  down  for  butchers. 
He  was  not,  however,  to  be  subject  to  the  consuls  of  the 
Butchers  unless  he  wished.*  Likewise,  any  citizen 
wishing  to  prepare  hides  might  do  so  without  contradic- 
tion.* 

There  still  remain  the  crafts  which,  tho  they  had  an 
organization  of  their  own,  were  dependent  upon  another 
body.     The  Candlemakers,  the  Apothecaries,  the  Doc- 

s  Vol.  I.  p.  S88,  vol.  ii,  p.  264.  >  VoL  U,  p.  SSI. 

*  VoL  i.  p.  a06. 

«  The  date  BMy  have  been  aariiartlKit  our  lint  itatatoda^eifMin  thai  ymr. 
ia  a  cep  in  the  Bravia  frain  1 164  to  1886. 

«  VoL  i,  p.  311. 

*  Vol.  i,  p.  806.     Thia  role  waa,  however,  broken  down  in  1806. 
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tatSj  one  group  of  Dyers,  the  Tailors,  the  Hatmakers, 
the  Mirror-msJcers  and  the  Turners  had  organizations 
of  this  description.^  They  had  their  own  Brevia,  and 
their  own  Rectors  and  Consuls,  but  were  subject  in  all 
things  to  the  Consuls  of  the  Curia  Mercatorum,  to 
which  they  were  attached,  and  to  the  rules  of  the  Breve 
of  the  Curia.  The  Consuls  of  the  Curia  Mercatorum 
swear,  on  entering  office,  that  they  are  ready  to  give  to 
each  association  of  merchants  or  artificers  subject  to 
him,  a  Breve  drawn  up  in  the  Curia.^ 

The  origin  and  exact  nature  of  these  groups  is  not 
dear.  But  Geering*  describes  a  similar  situation  in 
Basel.  Here  the  craft  gilds  became  political  units,  and 
in  1354  their  number  was  fixed  at  fifteen.  As  new 
industries  and  new  groups  of  workers  developed,  they 
were  added  to  the  older  existing  gilds,  so  that  the  gild 
of  the  Krfimer,  which  corresponds  in  a  rough  way  to  the 
Pisan  Curia  Mercatorum,  had  under  its  jurisdiction 
no  leas  than  twenty  groups  of  artisans.  The  develop- 
ment in  Pisa  may  have  been  similar. 

We  oome  now  to  the  question  of  the  r^ulation  of 
industry.  In  a  craft  which  was  organized  as  a  gild,  a 
great  part  of  the  regulation  of  that  craft  was  in  the 
hands  of  the  gild  itself,  and  was  minutely  provided  for 
by  the  gild  statutes.  Fair  dealing  is  enjoined  upon 
giUsmen  in  their  dealing  with  each  other.  One  of  the 
oonunonest  rules  is  that  no  one  of  the  gild  shall  enhance 
the  rent  of  a  gildsman's  booth  by  offering  more  rent 
for  it  And  if  the  rent  of  a  booth  is  increased  by  the 
owner,  so  that  the  gQdsman  vacates  it,  no  other  member 
of  the  gild  may  do  any  work  of  the  craft  there  for  three 

>  ?«L  tt.  p^  aO-3S.  V€L  Hi,  p.  89,  Tol.  U,  p.  42.  vol.  iii.  p.  128.  voL  iii,  p.  125^  vol. 
ikp.l88iVQl.iii,p.  186.    In  Umm  pi«M  tbeir  Bmm  an  giv«n. 

•  ?«L  tt,  p.  42.  •  T.  Qeeriac  op.  o&t..  p.  42. 
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years.^  In  the  Tanners'  Gild  we  find  rules  such  as  this: 
that  when  a  buyer  comes  to  a  tanner's  shop,  another 
tanner  may  not  linger  around  to  hear  the  said  business.^ 
There  are  a  few  regulations  concerning  the  purchase  of 
raw  materials.  The  Smiths  provide  that  coals  must  be 
bought  from  men  of  the  gild;  and  if  anyone  buys  coab 
on  the  Amo,  —  that  is,  as  they  are  brought  to  tJie  city,. 
—  he  must  divide  them  with  any  member  of  the  gild 
who  wants  them,  for  the  same  price  which  he  paid.^ 
Tanners  were  not  to  buy  skins  of  any  regrator.^ 

Occasionally,  we  see  protection  of  home  industry^ 
as  when  the  lanaiuoli,  men  of  the  Wool  Gild,  are  for- 
bidden to  bring  wool  on  a  distaff,  or  combed  in  any  way, 
from  outside  the  city  into  Pisa.*  No  tanner  could  buy 
any  leather  tanned  outside  the  city;  *  certain  tanners 
swore  not  to  tan  any  leather  outside  the  city,  nor  take 
any  apprentice  who  would  not  take  a  similar  oath.' 
The  lanaiuoli  were  forbidden  to  open  shops  outside 
the  city  proper,"  and  the  export  of  certain  thread  was 
prohibited.* 

But  there  was  also  regulation  of  industry  by  the  city; 
and  this  regulation  was  extended  not  only  over  the  crafts 
which  were  not  organized  as  gilds,  but  the  gilds  as  well. 
The  regulation  of  unorganized  crafts  by  the  city  offers 
some  interesting  features.  Altho  teachers  are  not 
strictly  craftsmen,  they  seem  to  have  been  supervised 
in  a  manner  analogous  to  the  craft  regulation.  Agree- 
ments among  "  masters  of  the  art  of  grammar,"  *•  for 

1  Vol.  iii.  p.  679,  vol.  iii,  p.  946.  •  Vol:  ui,  p.  689. 

>  Vol.  ill.  p.  917.  vol.  iii.  p.  966.  •  Vol.  iii.  p.  926. 

*  Vol.  iii.  p.  865.  '  Vol.  iSi.  p.  935. 
«  Vol.  iii.  p.  917.  •  Vol  iii.  p.  670. 

•  Vol.  ii.  p.  230. 

»  This  statute  is  of  date  1318-^7,  i.e.  when  Petnreh  wm  very  yoans,  poeaiblj  befoi» 
'  be  had  done  uiythiag  at  all  to  ereate  interaat  in  clawical  antiquity.     It  may  ba  an. 
indieatSon  of  the  beginning  of  the  Ranaiaianee  in  Italy. 
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putting  up  their  prices  higher  than  an  appended  scale/ 
were  forbidden  under  the  penalty  of  an  enormous  fine, 
and  expulsion  from  the  city.  "  In  these  deeds  many  of 
them  are  found  to  have  been  culpable,  making  agree- 
ment to  the  injury  and  detriment  of  the  city."  More- 
over, no  one  of  the  said  masters  teaching  scholars, 
should  dare  or  presume  to  drink  in  any  cellar  of  the  city 
of  Pisa,  under  penalty  of  forty  solidi  for  each  oflfence.* 
Farriers,  shipwrights,  barbers,  bankers,  and  tile- 
makers  were  given  regulations  and  maximum  price- 
scales  by  the  city.  In  the  case  of  the  farriers,  there  is 
an  increase  in  the  scale  of  about  a  third  between  1286 
and  1303.'  Laundrymen  were  not  to  wear  their  cus- 
tomers' clothes,  and  were  compelled  to  make  good  any 
loss  on  the  mere  word  of  the  customer.*  The  ship- 
wrights, if  dissatisfied,  had  to  submit  their  grievances 
to  a  disinterested  board  of  arbitration.^  The  barbers 
were  not  to  shave  or  draw  blood  from  any  kind  of 
leprous  person.*  Bankers  and  money  changers  had  to 
be  natives  of  Pisa;  they  were  under  supervision,  and 
to  prevent  loss  to  depositors,  they  had  to  deposit  £500 
to  £5,000  with  the  city.'  Officials  of  the  city,  chosen  in 
various  ways,  supervised  these  crafts. 

Over  the  organized  crafts,  the  gilds,  as  far  as  one  may 
judge  from  the  statutes,  the  city  kept  a  firm  hand.  In 
1286,  all  the  Brevia  of  the  Seven  Gilds  and  the  Arte 
della  Lane  were  ordered  to  be  handed  in  for  correction 
and  emendation  within  three  days.'  This  correction 
was  to  be  done  by  wise  men,  chosen  by  the  Anziani, 
and  working  under  the  supervision  of  the  Anziani. 
Ck)rrection  might  be  required  by  all  Potestas  and  Cap- 

1  Hm  tafteher  oouki  charge  forty  aolidi  per  year  per  pupil,  and  accept  a  present  of 
five  nlidi  more. 

•  Vol.  li.  p.  287.  »  Vol.  i,  p.  306. 

s  Vol.  i,  p.  461,  vol.  ii,  p.  377,  and  other  places.      •  Vol.  i,  p.  837. 
<  Vol.  i,  p.  238.  »  Vol.  i.  p.  291. 

>  VoL  i  p.  630,  voL  i,  p.  288. 
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tains  of  the  city,  within  one  month  after  their  entry 
into  office.^  The  Breve  of  the  Smiths  was  corrected 
eleven  times  between  1279  and  1306;  in  the  year  1208 
alone,  three  times.*  In  this  way  the  state  secured 
publicity  and  exercised  a  very  real  control  over  the 
gilds.  Moreover,  each  new  Potesta  of  the  city  was 
bound  to  compel  the  heads  of  all  the  gilds  to  make  the 
members  of  their  gilds  swear  to  observe  their  Brevia.* 

Limitation  of  output,  agreements  in  restraint  of 
trade,  or  compulsion  upon  others  to  prevent  their  trad- 
ing on  as  large  a  scale  as  possible,  were  strictly  forbidden 
by  the  city.^  But  in  spite  of  this  general  prohibition, 
there  are  two  entries  in  the  Brevia  of  the  Tanners, 
which  seem  to  show  a  limitation  of  output  by  the  gild. 
In  one  case  it  is  forbidden  to  take  more  than  sixteen 
hides  from  the  tanning  vat  at  one  time;  *  in  another, 
only  two  hides  of  camels  and  '^  bufaU  "  are  to  be  taken 
at  once.*  This,  however,  may  have  something  to  do 
with  the  technical  processes  of  tanning. 

A  large  part  of  the  Brevia  of  the  gilds  is  made  up  of 
r^ulations  to  insure  honesty  in  weight,  measure,  and 
quality  of  the  product,  and  these  are  constantly  rein- 
forced by  city  statutes.  False  cloths  and  adulterated 
saffron  were  confiscated.  All  wool  and  cotton  sold  had 
to  be  weighed  by  the  public  weigher.'  In  measuring 
cloth,  the  standard  measure  of  the  Curia  Mercatorum 
had  to  be  used,'  and  the  cloth  had  to  be  measured  m  a 
prescribed  manner.  The  balances  of  the  smiths  were 
inspected  every  six  months  by  the  Podesta  of  the  city« 
accompanied  by  a  master  of  the  gild.  If  a  balance  was 
found  to  be  false,  the  penalty  was ''  for  each  ounze,  one 
solidos.^'  *    The  measures  of  the  vintners  were  inspected 

>  Vol.  U,  p.  71.  >  VoL  iii.  p.  086. 
■  Vol.  iii,  p.  886.  •  Vol.  m,  p.  042. 

>  VoL  iii.  p.  866.  '  Vol.  ii,  p.  104. 
«  VoL  i.  pp.  287  ff.  •  VoL  iii,  p.  871. 
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once  a  month  by  the  consuls  of  the  Vintners'  Gild;  here 
we  have  state  supervision  through  consuls  of  a  gild.^ 
Regulation  by  the  city  was  not  concerned  alone  with 
weights,  measures  and  quality.  Public  health  and  pub- 
lic policy  also  were  considered.  The  butchers  were 
given  careful  regulations  in  the  interests  of  public 
health  to  prevent  the  selling  of  diseased  meats,  and  to 
prevent  the  accumulation  of  refuse,*  Vintners  were 
to  close  their  shops  in  times  of  riot;  no  gambling  or 
gambling  devices  were  allowed  in  their  shops,  and  no 
young  man  or  woman  between  the  ages  of  seven  and 
eighteen  years  might  enter  them.' 

Information  in  considerable  detail  is  available  con- 
cerning the  woolen  industry.  This  had  really  out- 
grown the  old  gild  organization,  and  developed  a  new 
system  of  industry  within  the  shell  of  the  older  organiza- 
tion. It  was  divided  between  the  Curia  Mercatorum, 
and  the  Arte  della  Lane.  The  members  of  the  Curia 
Mercatorum,  the  Merchants,  were  large  importers  of 
undyed,  unfinished  cloths  of  linen,^  of  silk,^  and  espe- 
cially of  wool,*  —  "  panni  franchisci  de  Ultramontes." 
Attached  to  the  Ciuia  Mercatorum  were  groups  of 
shearers  and  finishers,  who  finished  these  foreign  cloths, 
and  of  dyers,  distinct  from  the  dyers  and  shearers  of  the 
Arte  della  Lane.  Undyed  cloth  was  also  brought  to 
Pisa  by  strangers.  Such  unfinished  cloths,  brought  by 
strangers,  had  to  be  announced  to  the  consuls  of  the 
Curia,  and  the  consuls  swore  to  divide  these  among  the 
shops  and  dyers  of  the  city  for  dyeing,  or  to  "  cause  a 
just  part  of  the  pence  to  be  restored  among  the  dyers 
from  those  for  cloths  of  strangers."^  This  means 
apparently  that  if  such  cloths  were  not  divided,  the 

>  Vol.  i,  p.  422.  •  Ibid. 

•  Vol.  i,  p.  807.  •  Ibid. 

t  YoL  i,  p.  422.  »  Vol.  iii.  p.  128. 

•  Vol.  iii,  p.  17. 
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dyers  who  were  injured  would  receive  a  compensation. 
On  each  piece  of  cloth  brought  by  a  stranger,  the  con- 
suls of  the  Curia  Mercatorum  received  12d.  from  the 
captains  of  the  dyers.^  The  home  dyeing  industry  was 
jealously  protected.  Anyone,  whether  a  citizen  or  a 
stranger,  who  carried  cloth  from  Pisa  to  Lucca  to  be 
dyed,  and  brought  this  dyed  cloth  back  to  Pisa,  paid 
forty  solidi  for  each  piece.* 

Some  cloth  seems  to  have  been  woven  by  a  group 
dependent  on  the  Cmia  Mercatorum;  especially 
''  barracan,^'  a  waterproof  woolen  cloth,  and  linen  and 
silk.*  The  actual  manufacture  of  cloth,  however,  was 
in  the  hands  of  the  Arte  della  Lane,  the  Wool  Gild.  The 
Arte  della  Lane,  as  we  know  it,  was  probably  formed  by 
a  union  of  the  various  groups  engaged  in  the  production 
of  wool  and  cloth.  There  is  a  trace  of  such  union  in  the 
fact  that  there  must  be  three  consuls;  one  chosen  from 
the  lanaiuoli,  one  from  the  stamaiuoli,  and  a  third  either 
from  the  lanaiuoli,  the  stamaiuoli  or  the  shearers.^ 
Who  the  lanaiuoli  and  stamaiuoli  were  will  appear 
presently.  The  Arte  della  Lane,  as  has  already  been 
noted,  was  originally  a  craft  gild  and  passed  from  the 
group  of  the  craft  gilds  to  the  commercial  and  capitalist 
"  ordines  "  in  the  period  between  1264  and  1277.  Some 
of  its  members  even  became  members  of  the  Ordo 
Maris,^  while  the  union  and  community  of  interest 
between  the  three  Ordines  was  always  strong.*  We 
may  safely  accept  1277  as  the  date  by  which  the  Arte 
della  Lane  had  become  capitalistic;  and  while  it  out- 
wardly maintained  the  gild  forms,  industry  was  really 
carried  on  under  the  domestic  system. 

>  Vol.  in,  p.  128.  «  VoL  Hi,  p.  85. 

*  Vol.  m.  p.  50,  vol.  iii,  p.  09.  vol.  Ui,  p.  001.    The  raferonoM  MB  very  Manty. 
«  Vol.  in,  p.  651.  *  Sohanba,  op.  oit.,  p.  45. 

•>ol.  m.  p.  724. 
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The  lanaiuoli  stood  at  the  head  of  the  industry;  they 
were  the  capitalist  entrepreneurs.  As  late  as  1305; 
there  were  some  lanaiuoli  who  were  not  masters  but 
were  classed  with  workers  who  work  for  wages.^  Other 
lanaiuoli  seem  to  be  engaged  in  the  business  of  combing 
wool  and  selling  combed  wool,'  while  the  lanaiuoli  who 
were  the  entrepreneurs  employed  wool  beaters,  shearers 
of  fleeces  and  wool  combers  in  their  own  shops.'  This 
may  indicate  that  the  lanaiuoli  were  originally  pre- 
parers of  wool  —  one  of  the  initial  crafts.  In  some  way 
they  secured  control  of  the  other  processes.  If  this  be 
true  there  is  an  analogous  situation  in  Strassburg;  the 
woo]  beaters,  the  initial  craft,  secure  control  of  the 
industry.^  The  lanaiuoli  were  not  the  only  masters  of 
the  gild,  for  we  hear  of  the  stamaiuoli  and  the  shearers 
who  might  have  consuls  chosen  from  their  number;  but 
the  lanaiuoli  so  completely  dominated  the  gild  that 
when  a  union  of  the  Ordo  Maris,  the  Curia  Mercatorum 
and  the  Arte  della  Lane  was  made  in  1305,  the  word 
lanaiuoli  is  used  for  the  Wool  Gild.»  All  through  the 
Breve  of  the  della  Lane,  it  is  the  lanaiuoli  for  whom  the 
other  groups  work.  The  statutes  do  not  make  clear 
the  place  of  the  stamaiuoli.  They  are  mentioned  only 
three  times  as  yam  makers.  It  may  be  that  they  made 
yam  and  sold  it  to  the  lanaiuoli,  while  at  the  same  time, 
the  spinners  came  directly  to  the  lanaiuoli;  or  it  may  be 
that  they  had  taken  over  other  functions  than  yam- 
making,  and  were  not  differentiated  from  the  lanaiuoli. 

The  lanaiuoli  had  shops,  and  in  them  they  employed 
shearers  of  fleeces,  wool  beaters  and  wool  combers.* 
The  wool  thus  prepared  was  given  to  the  spinners  to 
spin.     The  spinner  must  come  to  the  shop  of  the  Ian- 

>  Vol.  iii,  p.  785.  «  Vol.  iii,  p.  689.  *  Vol.  iii,  p.  680. 

«  SohmoOer.  G.,  Die  StrMsburger  Tueh  und  Webenonft,  pp.  418  ff. 
*  Vol.  iii.  p.  688.  •  Vol.  iii.  p.  680. 


Digitized  by 


Google 


356  QUABTBBLY  JOURNAL  OF  ECONOMICS 

aiuolusy  and  carry  the  wool  to  his  own  house  to  spin.^ 
To  spinners  living  in  the  city  not  more  than  twenty* 
five  pounds  of  wool  could  be  given  at  one  time;  to  those 
outside  the  city,  not  more  than  fifty  pounds,  and  more 
could  not  be  given  before  the  first  was  returned.* 

The  wool,  spun  into  yam,  was  returned  to  the  master's 
shop,  and  the  weaver  came  for  it.  The  price  to  be  paid 
to  the  weaver  was  agreed  upon  in  the  master's  shop, 
when  the  weaver  fetched  the  yam.  The  weaver  was  to 
bring  back  the  shearings  with  every  piece  of  cloth;  he 
was  not  to  sell  or  pledge  any  yam  or  shearings  to  any 
person,  and  he  was  held  responsible  for  loss  on  the  mas- 
ter's word.*  To  protect  the  weavers,  it  was  forbidden 
to  any  master  to  set  up  looms  in  his  shop,  or  to  weave 
cloth  for  others  for  pay;  but  the  force  of  this  was  de- 
stroyed, in  that  the  master  was  permitted  to  weave 
his  own  doth.^  This  is  an  indication  that  masters  had 
looms  in  their  shops.  Just  what  was  the  condition  of 
the  weavers,  we  do  not  know,  but  there  are  several 
statutes  which  indicate  that  it  was  one  of  subordination. 
They  were  forbidden  to  make  "  any  union  or  company 
which  could  be  against  the  office  of  the  consuls."  *  For 
weaving  cloth  for  pay,  they  were  excluded  from  all 
other  work  of  the  gild,  that  is,  they  might  never  become 
masters.*  At  the  same  time,  they  had  workmen  work- 
ing for  them  in  their  homes.'  About  these  workmen 
we  have  only  one  bit  of  information:  they  could  not 
depart  from  their  master  as  long  as  they  owed  him 
money.  Among  the  silk  weavers  of  Lyons,  we  find  an 
analogous  situation ;  weavers  working  under  the  domes- 
tic system  employed  workmen,  who  were  bound  to 
them  by  a  debt.* 

>  Vd.  iii,  p.  688.  *  Vol.  Ui,  p.  707. 

*  Vol.  iii,  p.  688.    See  also  Tol.  ill,  p.  670.      >  VoL  iii,  p.  708. 

*  Vol.  iii,  p.  708.  •  VoL  iii.  p.  707. 

*  VoL  iii,  p.  704. 

>  Godart,  J..  L'ouvifar  w  Sola.  Part  I.  pp.  186,  187  ff.,  180  ff. 
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The  statutes  show  that  the  evils  of  the  domestic 
system  were  in  existence.  Prohibitions  are  constantly 
f omid  against  theft  of  the  material  and  agamst  the  buy- 
ing wool  or  cloth  in  any  condition  from  anyone  not  a 
public  master  of  the  gild;  and  especially  not  from 
weavers.*  The  city  government  could  be  invoked  to 
seize  any  person  even  suspected  of  having  any  stolen 
wool,  yam  or  cloth,  and  to  compel  the  person  to  prove 
it  was  lawfully  acquired. 

When  the  cloth  was  returned  by  the  weaver,  it  was 
sent  to  the  fuller,  to  be  fulled.  To  protect  the  fullers, 
it  was  ordered  that  no  man  could  carry  any  cloth  to  the 
fulling  mill  except  the  fuller.  He  had  to  give  surety  to 
the  gild  (as  did  the  dyer  and  sometimes  the  weaver)  to 
protect  the  lanaiuolus  against  loss.  The  maximum 
price  was  fixed  at  three  solidi  a  piece  for  fulling.  The 
fullers  might  not  full  any  cloth,  except  for  a  public 
master  of  the  gild,  unless  the  consuls  gave  them  per- 
mission,* nor  might  they  have  looms  in  their  houses.* 

Among  the  dyers,  some  owned  their  own  vats,  others 
rented  them.  We  find  expressions  like  the  following: 
"  dyers,  who  rent  vats  and  do  not  work  by  means  of 
capital."  Such  dyers  rented  their  vats  from  other 
dyers;  but ''  if  no  person  places  a  vat  at  his  disposal,  he 
shall  not  place  anything  in  a  vat  without  permission  of 
him,  whose  it  is."  The  price  to  be  paid  for  dyeing 
cloth  was  to  be  agreed  upon  between  the  dyer  and  the 
lanaiuolus.*     They  were  forbidden  to  make  cloth. 

The  cloth  finishers  worked  in  their  own  shops.  They 
had  workmen,  who  were  forbidden  to  leave  the  em- 

1  Comparo  the  English  Stetute  of  1456,  asaiost  theft  by  workers  fai  the  domestio 
system.  Of  ooorse,  the  rule  forbidding  people  to  buy  doth  from  weavers  may  also  have 
been  intended  to  prevent  the  weavers  from  becoming  independent  masters;  but  the 
whole  tenor  of  the  statutes  shows  that  theft  of  wiateriahi  was  the  thing  most  guarded 


I  The  oidinanoes  for  the  fullers,  vol.  iii,  pp.  707-711  ind. 
>  Ordinanees  for  the  dyers,  voL  iii.  pp.  71^714. 
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ployers  until  these  had  been  satisfied  for  the  money 
which  had  been  advanced.  The  workmen  were  ex- 
pressly forbidden  to  receive  cloth  directly  from  a  fuller 
—  a  check  upon  any  production  of  cloth  out  of  the 
hands  of  the  masters.^ 

The  production  of  cloth  was  restricted,  so  far  as  we 
can  judge  from  the  statutes,  to  the  public  masters  of  the 
gild  —  the  lanaiuoli,  the  stamaiuoli  and  the  shearers. 
Every  avenue  of  leakage  seems  to  have  been  closed. 
Spinners  could  not  spin,  weavers  weave,  fullers  full, 
except  for  masters.  Fullers  were  forbidden  to  have 
looms  in  their  houses,  dyers  were  not  to  make  cloth.  In 
short,  no  man  who  worked  for  wages  in  the  craft  was  to 
make  cloth.  Yet  the  very  repetition  of  these  prohibi- 
tions probably  means  that  cloth  was  being  made  sur- 
reptitiously, and  that  the  monopoly  of  the  capitalist 
masters  was  being  attacked. 

In  conclusion,  two  things  should  be  emphasized. 
First,  the  organization  of  industry  was  in  a  mature 
form  at  the  comparatively  early  period  under  consid- 
eration, parallel  to  and  stimulated  by  the  city's  early 
conunercial  prosperity.  Secondly,  Pisa  remained  a 
commercial  city;  she  was  not  preeminently  a  manu- 
facturing center,  like  the  cities  of  Southern  Germany. 
Her  main  interests  were  conunercial,  and  the  craftsmen 
never  gained  the  prominence  and  power  of  their  brethren 
in  the  north.  Hence  checks  were  imposed  on  the  gilds, 
and  consequently  the  gild  organization,  tho  mature,  was 
arrested  in  its  development.  This  arrested  develop- 
ment is  seen  in  several  important  particulars,  which 
distinguish  Pisan  gild  organization  from  that  of  the 
cities  of  Southern  Germany,  where  development  went 
on  tmchecked.  The  gild  organization  in  Pisa  is  limited 
to  a  small  number  of  crafts;   and  even  in  these,  the 

1  OrdinanoM  for  the  oloth  finiahtfs.  vol.  iii,  pp.  715-717. 
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Zunftztvang,  characteristic  of  the  northern  cities,  did  not 
exist  universally.  There  were  no  heavy  requirements 
for  admission  to  the  mastership,  for  those  who  had 
served  the  apprenticeship  and  for  townsmen;  no  master- 
piece being  required  and  the  fees  being  small.  City 
control  was  exercised  not  only  by  direct  city  supervision 
over  the  processes  of  the  craft,  but  probably  just  as 
eflfectively  by  the  requirement  that  gild  statutes  be 
submitted  for  examination  and  correction.  This  not 
only  insured  city  control  over  the  gOd  ordinances,  but 
gave  them  publicity,  a  great  factor  then  as  now. 

Frederick  C.  Dibtz. 
HABViua)  Univbhsttt. 
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MEDIATION    AND    ARBITRATION   OF   RAIL- 
ROAD WAGE  CONTROVERSIES:  A  YEAR'S 
DEVELOPMENTS 

SUMMARY 

Firemen's  Eastern  movement,  361.  —  Conductors'  and  trainmen's 
Eastern  movement,  364.  —  The  Newlands  act,  364.  —  Minor  oontro- 
versieB,  368.  —  Engineers'  and  firemen's  contemplated  Western  move- 
ment, 370.  —  Suggested  amendments  to  the  new  law,  371. 

The  year  1913  was  one  of  great  activity  and  of  some 
progress  in  the  settlement  of  railroad  labor  contro- 
versies. The  Erdman  act  gave  place  to  the  Newlands 
act,  which  provides  for  a  Board  of  Mediation  and 
Conciliation,  and  for  more  satisfactory  methods  of  pro- 
cedure. There  were  two  concerted  movements  in 
Eastern  territory  in  which  the  firemen  and  the  con- 
ductors and  trainmen  obtained,  through  arbitration, 
increases  in  rates  of  pay  and  changes  in  working  condi- 
tions; and  there  were  two  supplemental  awards,  one 
defining  the  terms  of  the  award  in  the  firemen's  case, 
and  the  other  interpreting  the  award  handed  down  in 
1912  in  the  engineers'  case.^  There  were  also  two 
arbitration  awards  of  minor  importance;  one  adjusting 
differences  between  the  four  train  service  brotherhoods 
and  the  Southern  Pacific,  Pacific  Sjrstem,  in  the  matter 
of  electric  service;  the  other  relating  to  wages  and 
working  conditions  of  firemen,  conductors,  and  train- 
men on  the  Chicago  and  Western  Indiana  and  the 
Belt  Railway  of  Chicago.     A  strike  of  engineers  and 

1  See  CiinninshMn.  **  The  Locomotive  Engineen'  Axbitratioii,''  in  thie  Jonnel, 
nnrii,  pp.  283-2M.  For  a  deUfled  eooount  of  the  mediation  and  arbitration  movement 
I>rior  to- 1912,  tee  the  monograph  by  Dr.  Charies  P.  Nefli.  in  Labor  Bulletin,  no.  96. 
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firemen  on  the  Bangor  and  Aroostook  resulted  in  vic- 
tory to  the  management,  which  had  declined  an  offer 
of  mediation;  and  on  the  Southern  Pacific,  Atlantic 
System,  a  strike  of  engineers,  firemen,  conductors,  and 
trainmen  was  brought  to  an  end  through  mediation. 
In  Southern  territory  a  dispute  between  the  engineers 
and  the  Queen  and  Crescent  lines  was  adjusted  through 
mediation.  At  the  close  of  the  year,  arbitration  pro- 
ceedings were  under  way  to  settle  a  controversy  arising 
from  the  proposal  of  a  new  working  agreement  by  the 
conductors  and  trainmen  on  the  Burlington;  and  prepa- 
rations were  being  made  by  the  engineers  and  firemen 
for  a  concerted  movement  for  a  complete  revision  of 
schedules  in  Western  territory. 

It  will  be  remembered  that  in  1912  the  Eastern  rail- 
roads were  unwiUing  to  arbitrate  the  engineers'  de- 
mands under  the  Erdman  act,  and  the  controversy  was 
settled  by  an  extra-legal  board  of  seven  men  (five 
representing  the  general  public).  The  award  in  that 
case  was  so  unsatisfactory  to  the  railroad  brotherhoods 
generally  that  when,  early  in  1913,  the  firemen  presented 
their  final  demands  to  the  Eastern  railroads,  they  in- 
sisted upon  arbitration  imder  the  law,  whatever  its 
defects;  and  the  railroads,  after  making  several  counter 
propositions,^  yielded  imder  protest.  Hearings  were 
held  in  New  York  from  March  10  to  April  6,  and  the 
award,  affecting  the  interests  of  31,000  men,  was 
handed  down  on  April  23.* 

The  case  of  the  firemen  was  presented  by  their  presi- 
dent, W.  S.  Carter,  who  asked  for  uniform  rates  of 

>  To  grant  advanoee  (about  five  per  cent)  relatively  the  same  as  those  awarded  in 
the  engineers*  case;  to  arbitrate  through  a  board  of  seven,  as  in  the  engineers'  case; 
or  to  arbitrate  through  a  board  of  six,  representing  equally  the  firemen,  the  railroads, 
and  the  pubfio. 

«The  arbitrators  were:  W.  L.  Chambers,  Washuigton,  D.C.;  W.  W.  Atterbuiy. 
viee-president,  Pennsylvania  Railroad;  and  Albert  PhillipB,  third  vice-president. 
Brotherhood  of  Locomotive  Firemen  and  Knginnmen. 
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wages  and  uniform  rules  of  emplo}anent,  except  that 
where  rates  were  ah^ady  higher  or  rules  more  favorable 
than  those  demanded,  thej'  should  be  maintained;  and 
for  increases  in  rates  of  wages  and  changes  in  certain 
rules,  except  where  they  were  already  better  than  those 
demanded.  These  demands  were  embodied  in  a 
series  of  ten  articles,  which  provided  for:  (1)  a  defini- 
tion, in  terms  of  hours  and  miles,  of  a  day's  work; 
(2)  minimiun  rates  of  wages  for  firemen  classified 
according  to  engine  weights  on  drivers,  and  for  hostlers 
and  for  helpers  on  electric  locomotives  according  to  the 
nature  of  the  service;  extra  compensation  at  a  flat  rate 
for  firemen  in  local  freight  service;  two  firemen  on 
all  engines  of  200,000  pounds  or  over  in  through 
freight  service;  (3)  more  liberal  basis  of  computing 
overtime;  (4)  payment  for  initial  and  final  terminal 
delay;  (5)  computing  of  continuous  time  in  cases  of 
absence  from  home  terminals  after  fifteen  hours;  (6) 
supply  of  coal  in  the  tender  where  it  could  be  reached 
from  the  deck  of  the  engine  on  all  trains  having  but 
one  fireman;  (7)  relief  from  work  not  a  necessary  part 
of  a  fireman's  duties;  (8)  payment  for  time  tied  up 
between  terminals;  (9)  continuation  of  existing  rates 
and  rules  better  than  those  demanded;  and  (10)  the 
award  to  be  effective  as  of  July  1,  1912,  the  date  when 
the  demands  were  originally  presented. 

In  support  of  these  propositions  it  was  urged  that 
uniformity  of  rates  and  of  rules  should  be  granted  with- 
out reference  to  the  comparative  wealth  or  poverty  of 
the  various  railroads,  and  with  sole  regard  to  the  fair 
deserts  of  the  men;  that  while  the  introduction  of 
larger  locomotives  had  added  to  the  labors  of  the  fire- 
men and  increased  their  productive  efficiency,  there 
had  been  no  corresponding  increase  in  wages,  altho 
the  cost  of  living  had  substantially  increased.     The 
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request  for  a  second  fireman  in  through  freight  service 
was  based  upon  the  theory  that  the  resulting  increase 
in  tractive  eflSciency  would  produce  revenues  more  than 
adequate  to  provide  for  the  increased  wage  burden. 
On  the  other  hand,  Elisha  Lee,  chairman  of  the  Con* 
ference  Committee  of  Managers,  contended  that  uni- 
formity would  result  in  unjust  obligations  upon  the 
weaker  lines,  and  that  the  presence  of  a  saving  clause 
amoi^  the  articles  was  inconsistent  with  the  plea  for 
imiformity.  He  declared,  moreover,  that  it  had  been 
the  practice  of  leaders  of  railroad  labor  to  use  the 
concessions  made  by  one  railroad  or  by  the  railroads  of 
one  territory  as  the  basis  of  claims  elsewhere,  and  that 
uniformity  was  therefore  impossible.  The  claim  of  the 
firemen  that  their  work  should  be  measured  upon  the 
basis  of  engine  weights,  he  assailed  on  the  ground  that 
the  large,  modem  engines  are  equipped  with  improved 
labor-saving  appliances  not  found  on  the  older  types. 
He  admitted  that  in  certain  instances  an  extra  fireman 
would  be  desirable,  but  contended  that  such  cases 
should  be  made  the  subject  of  local  conferences.  Each 
side  called  many  witnesses  and  submitted  elaborate 
statistical  exhibits.  The  testimony  alone  amounted 
to  over  two  thousand  printed  pages. 

The  award  granted  advances  in  wages  amounting  to 
about  eight  per  cent,  or  slightly  more  than  had  been 
offered  by  the  railroads,  but  much  less  than  had  been 
sought.  It  approved  the  principle  of  uniformity  within 
the  Eastern  territory,  and  also  the  practice  of  computing 
wages  upon  the  basis  of  engine  weights  on  drivers.  It 
granted  a  part  of  the  requests  for  pa}anent  for  over- 
time and  for  terminal  delay.  It  outlined  the  procedure 
for  determining  the  necessity  for  a  second  fireman; 
and  it  relieved  firemen  from  such  work  as  cleaning 
engines  and  procuring  tools.  Under  the  law  the  award 
became  effective  as  of  May  3,  1913. 
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In  the  meantime  the  conductors  and  trainmen  in 
Eastern  territory  were  presenting  demands  for  in- 
creased wages,  which  were  refused  on  the  ground  that 
existing  rates  were  liberal  and  working  conditions 
favorable.  The  men  proposed  arbitration  imder  the 
federal  law,  but  this  was  refused  on  the  ground  that 
the  interests  involved  in  the  controversy  were  too 
great  to  entrust  to  a  board  of  three  arbitrators,  ance 
the  decision  must  depend  ui>on  the  vote  of  one  man. 
While  the  leaders  of  the  conductors  and  trainmen  were 
polling  their  men  on  the  question  of  calling  a  strike, 
the  Newlands  bill  was  introduced  in  Congress,  and  at  a 
hearing  held  in  Washington  on  June  20,  representatives 
of  the  brotherhoods  and  of  the  managers  indorsed  the 
measure  and  agreed  to  submit  their  differences  to 
arbitration  when  the  proposed  changes  should  be  made 
in  the  law.^  In  the  absence  of  opposition  from  any 
source,  except  on  matters  of  detail,  the  biU  was  pushed 
through  Congress,  and  on  July  15  it  became  a  law. 

Under  the  Newlands  act,  the  number  of  arbitrator 
may  be  either  three  or  six,  according  to  the  importance 
or  magnitude  of  the  controversy.  A  Board  of  Media- 
tion and  Conciliation  is  established  to  take  over  the 
duties  which  had  been  performed  by  Judge  Knapp  and 
Dr.  NeiU  in  ex  officio  capacity.  The  new  board  is 
made  up  of  a  commissioner,  an  assistant  conunissioner, 
and  not  more  than  two  other  officials  of  the  government 
serving  ex  ofido  as  needed.*  The  law  is  more  elastic 
than  its  predecessor  in  its  provisions  governing  the 
time  in  which  arbitration  hearings  shall  be  held,  and 
the  period  in  which  the  award  shall  be  effective.  It 
declares  that  awards  in  the  future  must  be  confined  to 

*■  Mediation,  eonoSUtion,  and  arbitration  in  conUoverwea  betiraea  nilwaj  «d- 
ploirees  and  their  employeia.     08  Cong.,  let  Seesion,  Senate  Rep.  72. 

t  The  board  consists  of  W.  L.  Chambers,  oommissioner;  O.  W.  W.  Hai«er,  ssris- 
tant  oommissioner,  and  Judge  M.  A.  Knapp. 
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questions  specifically  submitted  to  arbitration  or 
matters  bearing  directly  thereon,  —  a  result  of  the 
criticisms  of  the  award  in  the  engineers'  case.  It  pro- 
vides that  the  parties  to  an  arbitration  may  set  forth 
in  the  stipulations  that  disputes  growing  out  of  the 
interpretation  of  the  award  may  be  referred  back  to 
the  board  of  arbitration  or  a  sub-conmiittee  thereof 
for  supplemental  action. 

When  the  time  came  to  draw  up  the  stipulations  under 
which  the  demand  of  the  conductors  and  trainmen 
should  be  arbitrated,  the  Conference  Conmiittee  of 
Managers  submitted  eight  coimter  propositions  for 
consideration  by  the  arbitrators.  These  were  with- 
drawn upon  the  vigorous  protest  of  the  labor  repre- 
sentatives.^ 

Hearings  were  begun  in  New  York  on  September  11, 
and  continued  through  October  10.  The  award,  effec- 
tive as  of  October  1,  was  filed  on  November  10.  About 
23,000  conductors  and  63,000  trainmen  were  concerned.* 

The  articles  in  the  case,  seventeen  in  number,  were 
technical  and  complex,  hence  di£5icult  to  restate  ac- 

>  As  they  an  oertain  to  reappear  in  future  oontrovenies,  they  are  given  here  in 
full:  1.  When  a  minimum  day's  wage  is  paid  in  any  dass  of  service  it  shall  entitle 
the  railroad  to  the  full  mileage  or  hours  of  service  paid  for.  2.  In  no  case  shall  double 
compensation  be  pud.  3.  For  fixing  the  basis  of  compensation  —  i.e.,  whether  passen- 
ger, through  or  local  freight,  yard,  etc.  —  the  same  classification  shall  be  applied  to 
aO  members  of  the  train  crew.  4.  Ail  monthly  guarantees  shall  be  abolished.  6.  That 
oonsideration  be  given  to  a  reduction  of  existing  rates  oi  pay  of  yard  brakemen  and 
of  pawsengwr  conductors  and  trainmen  on  long  continuous  runs  where  there  is  an 
opportunity  to  make  excessive  mileage  in  a  limited  number  of  hours.  6.  Employees 
in  two  or  more  classes  of  service  on  continuous  duty  or  under  continuous  pay  shall  be 
paid  the  rates  applicable  to  the  different  services  performed  with  a  minimuTn  equal 
to  ten  hours  at  the  lowest  paid  service.  7.  On  passenger  and  freight  trains  where, 
under  extra  crew  laws,  additional  men  are  required,  the  rate  of  pay  for  all  brakemen 
shall  be  twenty  per  cent  below  rates  established  for  brakemen  on  trains  not  affected 
by  such  laws.  8.  The  rates  and  rules  awarded  by  the  arbitration  shall  superaede 
rates  and  rules  now  in  effect  which  are  in  conflict  therewith. 

*  The  arbitrators  were:  Seth  Low,  president,  National  Civic  Federation;  John 
H.  Finley,  president.  College  of  the  City  of  New  York;  W.  W.  Atterbury,  vice-presi- 
dent, Pennsylvania  Railroad;  A.  H.  Smith,  senior  vice-president.  New  York  Central 
lines;  L.  C.  Sheppaid,  senior  vice-president.  Order  of  Railway  Conductors;  and 
D.  L.  Cease,  editor,  The  Railroad  Trainman. 
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curately  in  general  terms.  They  provided  for:  (a,  6, 
and  c)  minimum  rates  of  wages,  and  monthly  guiutm* 
tees,  and  a  basis  of  computing  overtime  in  passenger 
service;  (d)  assurance  that  benefits  obtained  through 
arbitration  should  not  be  offset  by  reductions  in  crews 
or  increases  in  mileage  assignments;  (e  and  t)  increases 
for  special  or  incidental  service  on  the  basis  of  increases 
granted  for  regular  service;  (f,  g,  and  h)  minimum  rates 
of  wages  in  the  various  classes  of  freight  service,  and 
overtime  as  time  and  one-half  in  regular  freight  ser- 
vice; (j)  a  definition,  in  terms  of  hours  and  miles,  of  a 
day's  work  in  freight  service;  (k)  monthly  guarantees 
in  freight  service;  (I)  payment  of  full  rates  for  "  dead- 
heading "  service;  (m)  payment  of  unassigned  freight 
crews  held  at  other  than  their  home  terminals  after 
twelve  hours;  (n)  pajrment  of  time  and  one-half  to 
crews  on  double-headed  trains,  and  of  double  time  in 
cases  where  either  or  both  engines  used  are  of  the 
Mallet  type;  (o)  payment  of  "  Chicago  standard " 
rates  of  pay  in  yard  service,  and  of  overtime  as  time  and 
one-half;  (p)  assiurance  that  existing  earnings  of  con- 
ductors or  trainmen  should  not  be  diminished  in  any 
case  by  the  provisions  of  the  award;  and  (q)  assurance 
that  existing  schedules  or  agreements  not  specifically 
amended  by  the  award  should  be  imchanged. 

The  case  of  the  conductors  and  trainmen  was  pre- 
sented jointly  by  A.  B.  Garretson,  president  of  the 
Order  of  Railway  Conductors  and  W.  G,  Lee,  president 
of  the  Brotherhood  of  Railroad  Trainmen.  The  argu- 
ment followed  the  same  general  lines  as  in  the  firemen's 
case:  uniformity  of  wages  and  of  rules  not  only  within 
Eastern  territory,  but  throughout  the  country;  in- 
creases in  wages  upon  the  ground  of  increased  labor, 
risk,  and  responsibility;  increased  productive  efiiciency; 
and  increased  cost  of  living.      For  the  Conference 
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Committee  of  Managers,  Elisha  Lee  flatly  denied  that 
conditions  had  changed  sufficiently  since  the  Clark- 
Morrissey  award  in  1910^  ,to  warrant  any  increase 
whatsoever.  As  in  the  firemen's  case,  he  attacked  the 
principle  of  the  saving  classes  (d,  p,  and  q)  as  inequit- 
able and  inconsistent  with  the  plea  for  uniformity. 
Many  witnesses  were  called,  and  voluminous  statisti- 
cal exhibits  were  introduced  by  both  sides.  The  testi- 
mony exceeded  in  volume  that  taken  in  the  firemen's 
case. 

The  award  authorized  increases  amounting  to  about 
seven  per  cent,  or  less  than  half  what  had  been  de- 
manded. This  advance  was  based  largely  upon  the 
increase  in  cost  of  living  in  the  three  years  since  the 
Clark-Morrissey  award.  The  plea  for  uniformity  as 
between  Eastern  and  Western  territories  was  dis- 
allowed. 

This  Board  believes  that  before  a  standardization  of  pay  for  con- 
ductors and  trainmen  can  be  brought  about  between  the  East  and 
the  West,  the  organizations  concerned  should  formally  and  officially 
commit  themselves  to  the  policy  of  standardization  between  East 
and  West.  In  tlie  absence  of  such  an  accepted  policy,  were  this 
Board  to  place  the  pay  of  conductors  and  trainmen  in  the  East, 
as  they  are  asked  to  do,  on  the  Western  basis,  such  an  increase  of 
the  wage  scale  in  the  East  might  serve,  in  the  prevailing  opinion 
of  the  Board,  to  bring  about  a  new  movement  in  the  West  to  secure 
the  old  differential  against  the  East. 

A  reconmiendation  was  made,  however,  that  "  some 
public  authority  authorized  by  Congress  "  should  make 
an  inquiry  into  the  matter;  and  it  was  suggested  that 
the  Commission  on  Industrial  Relations  might  under- 
take the  work.  The  increased  productivity  of  train 
crews,  whether  through  double-heading  or  otherwise, 
was  admitted;  but  this  was  attributed  to  increased 
efficiency  of  management  rather  than  to  conscious 

1  See  Cunningham,  in  this  Journal,  zxvii,  pp.  276-277. 
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effort  of  the  men.  The  request  for  tune  and  one-half 
and  double  time  for  such  service  was  therefore  denied, 
as  was  the  request  for  overtime  as  time  and  one-half 
in  certain  varieties  of  service,  upon  the  ground  that  in 
railroading  overtime  cannot  be  prevented  either  by 
the  management  or  by  the  men,  and  ^'  that  punitive 
overtime,  as  it  is  called,  is  an  unsound  principle  when 
applied  to  the  running  of  trains.'^  As  to  the  effect  of 
the  award  upon  the  railroads  and  the  public,  the  board 
said: 

This  Board  .  .  .  believes  that  it  must  make  its  finding  as  to  what 
IS  a  proper  rate  of  pay  to  be  awarded  .  .  .  without  any  reference 
to  the  dilemma  in  which  the  raihroads  are  evidently  placed  by  the 
laws  which  make  it  impossible  for  them  to  increase  passenger  and 
freight  rates  without  the  authority  of  the  Interstate  Conmierce 
Commission,  or  of  the  Railroad  Commissions  of  the  various  states. 
.  .  .  The  Interstate  Commerce  Commission,  and  not  this  Arbitra- 
tion Board,  has  the  duty  of  determining  whether  the  railroads  can 
earn,  in  addition  to  their  other  charges,  without  an  increase  of  freight 
rates,  the  rates  of  pay  that  this  Board  believes  to  be  due  at  the  pres- 
ent time  to  the  conductors  and  trainmen. 

The  other  railroad  labor  controversies  of  1913  which 
have  been  mentioned  do  not  call  for  extended  notice 
here,  since  those  which  were  of  any  great  importance 
have  been  continued  into  the  present  year.  In  the 
case  of  the  Chicago  and  Western  Indiana  and  the  Belt 
Railway  of  Chicago,  a  board  of  three  *  ordered  some 
changes  in  working  conditions,  but  denied  the  requests 
for  increases  in  rates  of  pay,  except  in  work  service, 
partly  on  the  ground  of  comparison  with  rates  paid  by 
other  lines  similarly  situated  and  partly  because  of 
inadequacy  of  evidence.  The  representative  of  the 
employees  dissented.  This  award  was  filed  on  Sep- 
tember 16. 

>  The  pefaonnel  of  this  board  wu:  E.  8.  Huston  of  Washington.  D.C.;  F.  A. 
Burgess,  assistant  grand  chief,  Brotherhood  of  Locomotive  Engtnawts;  and  W-  J. 
Jaekson,  uresident,  Chicago  and  Eastern  Blinois  Railroad. 
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The  arbitration  on  the  Pacific  System  of  the  Southern 
Pacific  road  arose  out  of  a  controversy  having  to  do 
mainly  with  the  classification  of  employees  on  certain 
electric  lines  about  San  Francisco  bay  operated  on 
street  railway  franchises.  The  management  contended 
that  the  conditions  of  service  warranted  an  official  dis- 
tinction between  such  employees  and  those  engaged  on 
the  other  electric  (suburban)  lines  of  the  company. 
Most  of  the  points  at  issue  were  adjusted  through 
mediation,  but  the  determination  of  what  constitutes 
street  car  service  was  left  to  a  board  of  arbitration  of 
three  men,^  which  decided,  October  18,  in  favor  of  the 
management  by  majority  vote. 

Questions  of  discipline  were  chiefly  involved  in  the 
difiFerences  between  the  Southern  Pacific,  Atlantic  Sys- 
tem, and  its  employees  in  train  service.  The  four 
brotherhoods,  having  failed  to  obtain  satisfactory  re- 
sults through  individual  conferences  with  the  manage- 
ment, pooled  their  issues  and  presented  a  joint  list  of 
sixty-seven  grievances  for  adjustment;  but  the  manage- 
ment stated  its  willingness  to  confer  jointly  only  as  to 
matters  of  joint  concern.  It  also  submitted  a  com- 
munication which  contained  practically  the  same 
counter  propositions  as  those  which  the  Conference 
Committee  of  Managers  had  presented  to  the  conduc- 
tors and  trainmen  in  the  Eastern  wage  dispute.  It 
appealed  to  the  Board  of  Mediation  and  Conciliation, 
and  so  notified  the  representatives  of  the  employees, 
but  a  strike  was  ordered  on  the  ground  that  there  were 
no  matters  which  were  proper  subjects  of  mediation. 
As  a  result  2,500  men  were  out  from  November  13  to  17, 
when  a  settlement  was  arranged  to  the  effect  that  the 
management  would  meet  the  joint  committee  and  take 

1  John  F.  Davia,  of  San  Frandseo;  M.  E.  Montgomeiy,  yioe-preaident,  Board  of 
Loeomothre  Engfaieen;  and  W.  R.  Scott,  general  manager.  Southern  Paeifio  Company. 
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up  each  grievance,  with  the  understanding  that  in  case 
of  disagreement  the  whole  matter  would  be  referred 
to  the  Board  of  Mediation  and  Conciliation. 

A  board  of  six  arbitrators  ^  assembled  in  Chicago  in 
November  to  consider  thirty-nine  articles  proposing  a 
revision  of  the  schedules  alBfecting  conductors  and  train- 
men on  the  Burlington.  The  date  fixed  for  filing  the 
award  was  February  1,  1914. 

The  railroads  in  Western  territory  were  confronted 
in  October  by  a  joint  demand  for  a  revision  of  schedules 
affecting  the  engineers  and  firemen,^  and  in  return  they 
abrogated  the  existing  schedules.  The  effect  of  this 
move  was  to  put  an  end  to  all  rates  of  pay  and  rules  of 
employment  better  than  those  demanded;  thus  fore- 
stalling the  attempt  of  the  employees  to  '^  standardize 
upwards  "  through  the  application  of  a  saving  clause  in 
the  articles  to  be  presented  for  arbitration.  This  was 
the  situation  at  the  end  of  the  year.  It  is  a  situation 
which  presents  several  interesting  aspects  that  should 
be  noted.  Here  are  two  brotherhoods,  between  which 
there  have  been  many  differences,  now  united  under 
terms  of  a  formal  working  agreement.  That  the  con- 
ductors and  trainmen  saw  fit  to  withdraw  from  what 
had  been  proposed  as  a  general  movement  of  the 
train  service  brotherhoods  may  be  due  to  the  fact 
that  at  the  time  the  matter  came  up  for  decision,  the 
award  in  the  Eastern  concerted  movement  was  being 
determined,  and  the  necessity  for  conservatism  was 
suflBiciently  apparent  in  view  of  the  fact  that  standard- 

1  Heniy  S.  Boutelle,  of  Chioaco;  G.  J.  Diekema,  of  HolUnd,  Miohigan;  E.  P. 
Curtis,  Tioe-presideiit,  Order  of  Railway  Conduotora;  E.  L.  Harrigan,  of  the  Brother- 
hood of  Railroad  Traimnen;  P.  H.  Morriany,  asmstant  to  the  president  of  the  Borlinc- 
ton;  and  Fairfax  Harrison,  president  of  the  Chicago,  Indianapolis,  and  Looisrille 
Railway  (succeeded  by  Pierce  Butler  of  St.  Paul  upon  resignation  to  accept  election 
to  the  presidency  of  the  Southern  Railway). 

*  The  proposed  schedules  are  given  in  full  in  the  Railway  Age  Gaaette,  Iv,  pp. 
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izatdon  as  between  East  and  West  had  occupied  such  a 
prominent  place  in  that  case.  The  attitude  of  the 
raih*oad  managers  is  also  significant.  They  insist  that 
if  they  must  arbitrate,  they  too  must  stand  to  win 
concessions,  and  that  rates  and  rules  unfavorable  to 
them  must  be  considered  by  any  board  which  would 
ehange  those  which  are  unfavorable  to  the  employees. 
It  is  obvious  that  if  this  contention  is  not  sustained,  the 
federal  law  as  it  stands  can  hardly  be  expected  to 
serve  its  piupose,  —  namely,  to  prevent  injury  to  the 
public  interest  through  interruption  of  the  transporta- 
tion service. 

A  number  of  suggestions  have  been  made  as  to 
amendments  to  the  Newlands  act.  One,  proposing 
the  extension  of  its  terms  to  provide  for  the  settlement 
of  disputes  between  industrial  corporations,  subject 
to  the  authority  of  Congress,  and  their  employees, 
may  be  disregarded  here  as  irrelevant  to  the  subject 
of  this  paper.  The  suggestion,  from  a  railroad  source, 
that  the  scope  of  the  act  be  widened  to  apply  to  all 
classes  of  railroad  men  engaged  in  the  interstate  busi- 
ness of  their  employees  is  worthy  of  consideration. 
But  without  hazarding  a  prediction  as  to  the  attitude 
of  the  courts  toward  such  a  provision,  its  practical 
application  would  be  extremely  difficult.  Such  an 
amendment,  if  constitutional  and  practicable,  would 
have  one  certain  result;  it  would  force  the  employees 
eoncemed  into  closer  bonds  of  organized  labor.  For 
imorganized  labor  cannot  take  advantage  of  the  New- 
lands  act  except  through  some  form  of  organization. 
Another  suggestion  is  to  associate  the  Board  of  Medi- 
ation and  Conciliation  and  the  Interstate  Commerce 
Commission,  either  in  coordinate  or  subordinate  rela- 
tioUi  to  the  end  that  the  tribunal  responsible  for  increas- 
ing wages  should  be  also  responsible  for  adjusting  rates 
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SO  as  to  meet  the  increased  expenses.  But  this  implies 
that  there  is  such  a  delicate  balance  in  the  finances  of 
a  rsakosd  that  a  slight  increase  in  expenses  will  throw 
the  whole  out  of  adjustment.  Fortimately,  such  is 
not  the  case;  and  if  it  were,  the  burden  imposed  by  a 
board  of  arbitration,  chosen  uncier  the  present  arrange- 
ment, would  hardly  produce  such  an  effect.  The 
award  in  the  case  of  the  conductors'  and  trainmen's 
Eastern  movement  provided  for  an  annual  increase  of 
$6;000,000  in  wages;  this  stated  in  terms  of  operating 
expenses  means  only  about  0.8  per  cent.  Futhermore, 
the  suggestion  ignores  the  fact  that  the  Board  of  Media- 
tion  could  obtain  wage  increases  for  employees  only  as 
concessions  from  the  management.  It  is  the  board  of 
arbitration  in  a  controversy  and  not  the  Board  of 
Mediation  that  has  authority  to  increase  wages;  and 
after  an  agreement  to  arbitrate  has  been  signed  and 
the  arbitrators  have  been  appointed  and  qualified,  the 
Board  of  Mediation  has  no  further  jurisdiction  in  the 
matter  beyond  final  custody  of  the  docmnents  con- 
nected with  the  case. 

The  Newlands  act  has  not  yet  been  sufficiently 
tested  to  determine  its  efficiency  or  to  demonstrate  the 
need  for  its  modification  or  elaboration.  If  under  its 
operation  the  awards  of  the  arbitrators  come  to  com- 
mand public  confidence  to  an  extent  that  neither  party 
to  a  dispute  will  dare  assume  responsibility  for  open 
hostilities,  the  law  will  have  accomplished  its  piupose. 

Fred  Wilbur  Powell. 

Nsw  YOBK. 
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KEYNES'  INDIAN  CURRENCY  AND  FINANCE » 

Thib  book,  by  the  editor  of  the  Economic  Journal,  staiidB 
in  the  first  rank  among  the  num^ous  books  on  Indian  cur- 
rency that  have  appeared  since  the  report  of  the  Fowler 
Committee  of  1899.  Shortly  after  the  chapters  iA  the  book 
were  written,  the  author  was  appointed  a  memb^  of  the 
Royal  Commission  (of  1913)  on  Indian  Finance  and  Currency. 

'*  If  my  book  had  been  leas  Advanced/'  he  says  in  the  prefaoe,  "  I 
should,  of  course,  have  delayed  publication  until  the  Commisskm 
had  reported,  and  my  opinions  had  been  more  fully  formed  by  the 
discussbns  of  the  Commission  and  by  the  evidence  placed  before  it. 
In  the  circumstances,  however,  I  have  decided  to  publish  imme- 
diately what  I  have  already  written,  without  the  addition  of  certain 
other  ehaptoB  which  had  been  projected." 

It  ia  not  as  a  historian  of  Indian  currency  that  the  author 
writes,  but  rather  as  a  scientific  interpreter  and  critic  of  the 
currency  system  as  it  is  and  as  it  has  recently  developed. 
Among  the  eight  topical  chapters  which  constitute  the  book 
the  three  that  contribute  most  that  is  of  a  general  interest 
to  the  subject  are  those  dealing  with  ''  The  Gold-Exchange 
Standard,"  ''  The  Present  Position  of  Gold  in  India  and  Pro- 
posals for  a  Gold  Currency,"  and  ''  Indian  Banking." 

In  the  chi^ter  on  the  Gold-Exchange  Standard,  Mr. 
Keynes  shows  how  that  standard,  proposed  for  India  as  early 
as  1876  by  Mr.  A.  M.  Lindsay,  of  the  Bank  of  Bengal,  and 
for  more  than  two  decades  most  ably  defended  by  him,  was 
rejected  by  the  British  authorities,  only  to  become  later, 
throui^  a^hninistrative  orders,  **  the  head  of  the  comer." 

s  fiadUm  OartRMgr  and  Finaiioe.    By  John  Magmanl  X«9niM.    London: 

ma.  pp.^ia,268. 
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He  maintaiiis  that  the  gold-exchange  standard  is  not  in  the 
currency  world  of  today  an  anomalous  standard,  as  is  gen- 
erally supposed,  but  merely  one  that  ''  carries  somewhat 
further  the  currency  arrangements  which  several  European 
countries  have  evolved  during  the  last  quarter  of  a  century 
.  .  .  ''  (p.  29).  What  he  has  in  mind  is  the  practice  followed 
by  the  central  banks  in  certain  European  countries,  of  keep- 
ing in  their  portfolios  a  supply  of  short  time  foreign  bills  as  a 
sort  of  secondary  gold  reserve  for  use  in  times  of  emergency. 
Nations  like  England,  which  are  strongly  creditor,  need  not 
resort  to  this  practice,  and  may  rely  upon  varying  their  Bank 
discoimt  rates  to  attract  gold  or  to  hold  it;  but  nations  that 
are  strongly  debtor,  like  Rus^a,  Austria-Hungary,  and  the 
great  trading  nations  of  Asia,  he  says,  must  deliberately  adopt 
this  practice  or  resort  to  the  alternative  of  '^  a  much  larger 
reserve  of  gold,  the  expense  of  which  would  be  nearly  intol- 
erable "  (pp.  26  and  27). 

The  reviewer  is  imable  to  see  the  close  fundamental  likeness 
which  Mr.  Keynes  finds  between  the  gold-exchange  standard 
and  this  practice  of  holding  foreign  bills.  Under  the  gold- 
exchange  standard,  the  government  sells  drafts  against  its 
foreign  gold  credit  (i.  e.  its  gold  reserve),  when  money  at 
home  is  relatively  redundant,  as  evidenced  by  exchange 
having  reached  the  gold-export  point.  Thereby  it  relieves 
the  redimdancy  through  withdrawing  from  circulation  and 
locking  up  the  local  money  received  in  payment  for  the  drafts. 
Under  the  practice  of  holding  foreign  bills  to  protect  the 
money  market,  the  central  bank  sells  its  foreign  bills,  when 
money  at  home  is  relatively  scarce,  as  a  means  of  securing 
gold  for  importation  or  of  preventing  its  exportation.  In  the 
former  case  the  sale  of  drafts  takes  the  place  of  an  exportation 
of  gold,  and  the  resulting  withdrawal  of  local  money  from 
circulation  is  in  essentials  an  exportation;  in  the  latter  case 
the  sale  of  the  drafts  abroad  is  part  of  a  process  for  securing 
gold  for  importation  or  for  preventing  its  exportation. 

Mr.  Keynes'  assertion  in  connection  with  the  gold-ex- 
change standard,  that  the  United  States  in  dealing  with  her 
dependencies  has ''  imitated,  almost  slavishly,  India  "  (p.  27, 
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note),  cannot  be  susbtantiated.  The  Philippines  have  a 
simpler  and  purer  form  of  the  gold-exchange  standard  than 
has  India.  The  Indian  system  has  various  complicating 
elements:  the  sale  of  council  bills  for  fiscal  purposes;  the 
paper  money  reserve,  whose  functions  decidedly  overlap 
those  of  the  gold  standard  reserve;  and  the  absence  of  any- 
thing like  as  rigid  and  automatic  requirements  as  the  Philip- 
pines possess  for  adjusting  the  monetary  circulation  to  the 
norms  demanded  by  a  strict  gold  standard.  The  gold- 
exchange  standard,  moreover,  was  put  into  complete  opera- 
tion in  the  Phillippines  on  October  10,  1903,  i.  6.,  before  the 
Secretary  of  State  for  India  issued  the  notification  of  1904, 
expressing  his  willingness  to  sell  coimcil  bills  on  India  at 
1«.  4|d.  per  rupee  without  limit.  In  the  Philippines,  the 
requirements  for  redemption  in  drafts  are  essentially  legisla- 
tive and  mandatory;  in  India  they  are  administrative  and 
optional.  The  Philippines  did  follow  very  closely  the 
principles  of  the  gold-exchange  standard  based  upon  Bicardo, 
as  those  principles  were  developed  by  Mr.  A.  M.  Lindsay. 
These  were  the  principles,  however,  which  India  formally 
rejected  in  1899,  and  toward  which  she  has  been  moving  ever 
ainoe,  the  with  a  slow  and  halting  step. 
The  Fowler  Ck)nmuttee  in  its  report  of  1899  said  (p.  16) : 

"  We  are  in  favor  of  making  the  British  sovereign  a  legal  tender 
and  a  current  coin  in  India.  We  also  consider  that,  at  the  same 
time,  the  Indian  Mmts  should  be  thrown  open  to  the  unrestricted 
coinage  of  gold  on  terms  and  conditions  such  as  govern  the  three 
Australian  Branches  of  the  Royal  Mint/' 

British  gold  was  declared  legal  tender  at  the  rate  of  15  rupees 
to  the  sovereign  in  1899,  and  measures  were  inmiediately 
taken  under  consideration  looking  toward  the  establishment 
of  a  branch  of  the  Royal  Mint  at  Bombay.  Proposals  to 
this  end  were  accepted  both  by  the  Secretary  of  State  for 
India,  and  by  the  Viceroy's  Council.  An  attempt  in  1900  to 
force  sovereigns  into  circulation  proved  unsuccessful;  the  sov- 
ereigns were  rapidly  exported,  returned  to  the  government, 
or  boarded.     Since  that  time  there  has  been  some  progress 
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in  the  introduction  of  gold  coins  into  circulation,  partic- 
ularly in  Bombay  and  the  Punjab,  altho  in  the  grater  part 
of  India  the  use  of  gold  coin  is  still  negligible  and  is  fiable  to 
continue  so  for  a  long  time  to  come.  Despite  repeated  efforts 
by  the  Indian  Government,  and  a  voluminous  correspondmoe 
between  the  Indian  Government  and  the  British  Treasury, 
no  branch  of  the  Royid  Mint  has  yet  been  established  in  India 
for  the  coinage  of  gold  money.  Apparently  the  British  TVeas- 
my  early  made  up  its  mind  that  the  establishment  <tf  such  a 
mint  in  India  was  undesdrable,  and  xmdertook  to  wear  out  the 
patience  of  the  Indian  Government  by  raising  all  sotts  of 
technical  objections. 

Mr.  Keynes  is  opposed  to  the  establishment  of  a  mint  at 
Bombay  for  the  coinage  of  gold,  and  sees  littie  to  be  gained 
and  much  to  be  lost  from  infusmg  gold  coins  into  general 
chrculation.  The  proper  place  for  the  gold,  he  maintains, 
is  not  in  circulation,  but  centralized  in  reserves.  Gofal  coin 
in  circulation  is  practically  unavailable  to  meet  foreign 
demands  for  gold.  Furthermore,  the  substitution  of  gold 
coins  for  silver  rupees  or  rupee  notes  in  the  circulation  would 
lessen  the  profits  realizable  from  seigniorage  on  rupee  coinage 
and  from  interest  on  the  invested  portion  of  the  paper  money 
reserve;  and,  since  **  it  is  the  fiduciary  coins  with  which  the 
public  are  most  eager  to  part ''  in  time  of  crisis,  '*  the  infusion 
of  more  gold  into  circulation  would  .  .  .  not  correspond- 
ingly reduce  the  amount  of  .  .  .  reserves  which  Govern- 
ment ought  in  prudence  to  keep  "  (p.  91).  Furth^more,  it 
is  desirable  to  encourage  the  popularity  of  notes  in  a  country 
like  India,  where  checks  are  not  likely  to  be  used  for  many 
years  to  come  to  a  dominating  extent,  since  "  it  is  only  thus 
that  a  proper  degree  of  seasonal  elasticity  can  possibly  be 
secured  "  (pp.  96  and  97).  India,  moreover,  abeady  wastes 
large  resources  in  the  needless  accumulation  of  the  precious 
metals,  and  the  Government  ought  not  to  encourage  in  the 
slightest  degree  this  ingrained  fondness  for  handling  hard 
gold  (p.  101). 

Few  of  the  many  books  on  Indian  currency  contain  much 
information  about  Indian  banking.     One  of  the  merits  of 
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Mr.  K^nes'  book  is  a  good  chapter  on  this  subject  —  a  sub- 
ject that  seems  destined  to  come  into  greater  prominence  in 
the  near  future.  In  several  respects  India's  banking  troubles 
are  similar  to  those  of  the  United  States.  Her  banking 
S3rstem  is  decentralized;  her  trade  demands  are  highly  sea- 
sonal in  character,  while  she  has  no  elastic  bank-note  system 
to  act  as  a  buffer;  her  government  revenues  are  large,  and  the 
fact  that  varying  amounts  of  government  funds  are  kq)t  on 
deposit  in  the  few  Presidency  banks  or  hoarded  in  the 
govenmient  treasmiea  creates  a  disturbing  factor  in  the 
money  market.  Banks  in  India  are  poorly  r^ulated,  and 
most  of  them  have  been  increasing  their  deposits  in  recent 
years  much  more  rapidly  than  their  reserves  or  their  capitab. 
There  are  growing  up  in  various  parts  of  India  numerous 
so-caDed  banks  which  in  America  would  be  characterised  as 
^'  wild  cat  banks  of  the  worst  sort.'' 

At  present  there  is  much  agitation  for  a  state  bank  in  India. 
The  IxMfian  Government  is  alreacly  performing  many  of  the 
functjone  of  a  central  bank,  in  connection  with  such  matters 
as  note-issue,  the  management  of  government  cash  balances, 
and  the  regulation  of  the  foreign  exchanges.  ''  Other  bene- 
fits/' says  Mr.  Keynes,  '^  cannot  be  obtained  easily,  so  long 
as  these  functions  are  utterly  divorced  from  those  of  banking 
proper  **  (p»  236).  The  only  adequate  solution  of  the  diffi- 
cultiy  be  finds  in  the  establishment  of  a  state  bank,  not  on  the 
modd  ol  the  Bank  of  England,  but  rather  upon  that  of  some 
such  bank  as  the  Reichsbank,  the  Bank  of  Holland^  or  the 
Bank  of  Russia. 

E.  W.  Kbiocbsbb. 

Twmanon  Vmvmmarr. 
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of  proof  or  disproof  from  experience,  385.  —  Power  of  pools  to  advance 
prices,  389.  —  Trust  prices,  300.  —  Oil,  sugar,  tobacco  and  steel  trusts, 
391.  —  Unfair  competitive  methods  and  special  privileges  not  sufficient 
explanation  of  monopoly  power,  393.  —  The  power  of  combinations 
as  such  to  maintain  monopoly  prices,  396.  —  Theoretical  reasoning  on 
the  probable  influence  of  combination  and  the  impossibility  of  compe- 
tition, 396.  —  Consequent  necessity  of  regulation  or  prohibition,  400. 

n.  Possibility  of  preventing  combination,  402.  —  Success  of  certain 
Federal  cases  against  combinations,  402.  —  Deterrent  effect  of  more 
severe  penalties,  404.  —  Reasons  for  failure  of  certain  trust  dissolutions 
to  restore  competition,  405.  —  Possibility  of  destroying  and  preventing 
formal  trusts  and  pools,  408.  —  Weakness  of  informal  understandings, 
410. 


The  Necessity  op  Prohibition  or  Regulation 

In  these  lectures,  we  shall  confine  ourselves  to  the 
consideration  of  trusts  and  pools,  without  attempting 
to  cover  the  whole  field  of  monopoly  or  of  contracts  in 
restraint  of  trade.  The  term  trust  will  be  used  to 
describe  the  closely-knit  combination  or  consolidation. 

1  Leetnrw  dattrvred  at  Earrard  Utdrenily.  In  April.  1914. 
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The  most  familiar  forms  are  three:  first,  the  combina- 
tion through  the  holding  of  stock  by  trustees,  once  so 
common,  but  now  disused ;  second,  the  holding  coipoia- 
tion;  and,  third,  the  corporate  merger,  in  which  a  sio^e 
company  acquires  direct  title  to  the  property  of  the 
combining  concerns.  Most  people  use  the  term  trust 
essentially  to  cover  combinations  of  these  three  classes, 
altho  sometimes  it  is  applied  to  any  kind  of  combination 
or  any  case  of  supposed  monopoly.  Under  the  trust, 
the  entire  business  of  the  combining  plants,  including 
productive  processes  as  well  as  marketing  policy,  is 
subject  to  a  single  control. 

On  the  other  hand,  we  shall  use  the  term  pool  to 
designate  any  combination  of  previously  competing 
plants  which  retain  their  independence  with  respect  to 
the  processes  of  production.  Strictly  speaking,  the 
word  pool  implies  division  of  output  or  of  profits  among 
the  constituent  concerns.  For  brevity,  however,  even 
at  the  expense  of  strict  accuracy,  it  may  be  employed 
more  broadly  to  include  agreements  as  to  prices,  even 
where  there  is  no  division  of  the  output.  As  a  matter  d 
fact,  most  price  agreements  involve  a  more  or  less 
definite  division  of  business,  since  without  it  the  main- 
tenance of  prices  is  very  difficult. 

It  is  customary  to  use  the  term  **  industrial  combina- 
tions ''  as  synonymous  with  trusts  and  pools.  There 
are,  however,  many  combinations  which  possess  only  a 
minor  fraction  of  the  business  in  which  they  are  engaged, 
which  have  no  monopolistic  intent  and  no  possibility  of 
exercising  any  monopolistic  power.  The  trusts  and  the 
pools,  in  the  sense  in  which  we  shall  use  the  terms,  have 
been  organized  primarily  in  the  hope  of  securing  monop- 
olistic control  of  prices.  How  far  they  have  been  able 
to  realiase  this  purpose  is  one  of  the  main  questions  for 
our  consideration.     In  some  cases,  for  brevity,  we  shall 
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use  ihe  tenn  ''  combinations ''  to  designate  trusts  and 
pools^  but  when  doing  so,  we  have  in  mind  only  those 
combinations  which  have  taken  in  a  lai^  proportion  of 
the  plants  in  their  respective  industries  and  have  aimed 
at  monopoly. 

The  recent  rapid  growth  of  trusts  has  so  f ocussed 
public  attention  that  the  importance  of  pools  is  often 
overlooked.  The  niunber  of  pools  has  been,  and  still 
remains,  far  greater  than  the  niunber  of  trusts.  They 
probably  afiFect  a  larger  voliune  of  business.  Many  of 
the  arguments  as  to  the  effects  of  combinations,  their 
advantages  and  disadvantages,  which  apply  to  trusts, 
do  not  apply  to  pools. 

/There  are  at  bottom  only  three  possible  ways  of 
dealing  with  trusts  and  pools/  We  may  seek  to  prevent 
them  from  competing  unfairly  and  to  deprive  them  of 
special  privileges  giving  an  advantage  over  competitors, 
butj^therwise  leave  them  alone.^^  Practically  no  one, 
I  take  it,  would  favor  the  plan  of  not  even  placing 
restrictions  upon  their  methods  of  competition  or  seek- 
ing to  deprive  them  of  special  privileges.  Second, 
we  may  permit  trusts  and  pools  to  exist  but  regulate 
their  prices  and  profits.  Third,  we  may  undertake  to 
destroy  them.  The  broad  problem  before  the  American 
people  is  the  choice  among  these  three  policies,  —  laiMez 
faire,  regulation,  and  prohibition. 

In  my  opimon,  the  first  of  these  policies  is  inadequate. 
I  shall  attempt  to  show  in  the  present  lecture  that  it  is. 
desirable  either  to  regulate  the  trusts  and  pools,  or  to 
destroy  and  prevent  them  as  best  we  can.  In  subse- 
quent lectures  I  shall  consider  the  relative  merits  of 
regulation  and  prohibition. 

Many  believe,  —  economists  and  others,  —  that  the 
trust  or  the  pod  cannot,  merely  by  virtue  of  combina- 
tion, maintain  such  monopolistic  power  as  to  injure  the 
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public.  They  hdid  tliat  the  power  of  such  combma- 
tions,  so  far  as  it  exists  at  all,  rests  mainly  on  unfair 
competitive  methods  or  on  special  privileges,  such  as  the 
possession  of  some  natural  or  patent  monopoly.  They 
believe  that  in  the  absence  of  these  "  unfair  "  advan- 
tages competition,  actual  or  potential,  will  serve  to  hold 
the  prices  charged  by  trusts  and  pools  at  a  reasonaUe 
level.  All  we  need  is  to  draw  the  teeth  of  the  combina- 
tions. The  combination  may  indeed  maintain  excessive 
prices  for  a  time.  Before  long,  however,  competitors 
will  arise  and  force  prices  down  again.  Ultimately, 
continues  the  argument,  the  combination  will  either 
lose  its  controlling  proportion  of  the  business,  or  it  will 
adopt  the  policy  of  maintaining  prices  so  low  that 
competitors  will  not  be  tempted  to  come  into  the  field. 

Experience  lends  some  support  to  this  position. 
Many  a  pool  has  gone  to  pieces  in  the  past  as  the  result 
of  the  attempt  to  maintain  exorbitant  prices.  Not  a 
few  among  the  trusts  have  a  smaller  proportion  of  the 
business  in  their  fields  today  than  they  had  at  the  time 
of  their  organization.  Others  have  maintained  moder- 
ate prices.  It  is  perfectly  true,  moreover,  that  the 
trusts  which  have  been  most  powerful  have  been  those 
which  used  unfau-  comi)etitive  practices  or  possessed 
natural  or  patent  monopolies.  The  Standard  Oil  Com- 
pany, for  example,  has  almost  continuously  been  able, 
throughout  the  greater  part  of  the  country,  to  extort 
prices  far  above  a  normal  competitive  level.  The 
Standard  Oil  Company  has  probably  outdone  every 
other  combination  in  unfair  competitive  practices.  It 
has  also  been  aided  by  the  element  of  natural  monopoly 
in  pipe-line  transportation  and  in  tank-wagon  delivery. 

It  must  be  conceded,  then,  that  the  power  of  a 
combination,  merely  as  such,  to  maintain  monopoly 
prices  is  not  without  limit.    Competition  is  a  restraining 
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influence.  But  those  who  would  have  us  keep  hands 
off  the  trusts  and  pools  must  prove  much  more  than  this. 
They  must  prove  that  it  is  possible  to  prevent  combina- 
tions from  using  unfair  competitive  methods  and  to 
deprive  them  of  special  sources  of  monopoly  power. 
They  must  prove  that,  if  this  is  accomplidied,  the 
combinations  will  possess  practically  no  monopoly 
power  whatever^  that  on  the  average  and  in  the  long 
run  they  can  maintain  prices  no  higher  than  would  pre- 
vail if  combinations  were  destroyed.  The  fact  that 
competition  will  bring  down  prices  next  year  to  a 
reasonable  level  is  not  sufficient  comfort  for  the  con- 
sumers who  are  paying  exorbitant  prices  this  year.  The 
fact  that  a  trust  in  one  industry  charges  reasonable 
prices  in  order  to  ward  off  competition  will  not  quiet  the 
complaints  of  the  consumers  of  the  products  of  another 
combination  which  adopts  the  opposite  policy. 

There  can  be  no  conclusive  generalization  from  experi- 
ence regardingtheeffect  of  combinationsupon  prices,  still 
less  regarding  the  ability  of  combinations  to  maintain 
monopoly  prices  in  the  absence  of  unfair  competition  and 
special  privileges.    For  this  there  are  several  reasons. 

In  the  first  place,  there  has  been  no  complete  investi- 
gation of  the  multitude  of  trusts  and  pools.  The  thoro 
investigations  of  the  Bureau  of  Corporations  have 
covered  only  a  half  dozen  industries.  Other  less  elabo- 
rate investigations,  official  or  private,  have  been  made, 
but  the  results  of  most  of  them  are  inconclusive.  Many 
fields  have  not  been  touched  at  all. 

In  the  second  place,  law  and  public  opinion  have  had 
an  important  effect  in  restraining  the  monopoly  power 
of  trusts  and  pools.  Up  to  about  fifteen  years  ago,  there 
were  very  few  trusts.  The  pool  was  the  conunon 
form  of  combination.  Even  before  the  enactment  of 
the  Sherman  law  in  1890,  and  of  the  various  state  anti- 
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trust  acts,  most  of  which  were  passed  at  about  that  date» 
pooling  agreements  were  void  and  imenforoeable  under 
the  common  law.  There  was  nothing  to  prevent  their 
members  from  breaking  away.  Since  the  passage  of  the 
anti-trust  acts,  pools  have  been  criminal  as  well  as 
unenforceable.  If  pooling  were  l^alized,  if  pool 
agreements  were  made  enforceable,  the  power  of  pools 
might  be  much  greater  than  it  has  been  in  the  past. 

In  any  case,  we  cannot  judge  the  monopoly  power  of 
the  trusts  from  past  experience  with  the  pools.  From 
the  trust  no  member  can  possibly  break  away.  But  we 
have  had  no  adequate  test  of  the  monopoly  power  of 
trusts  unrestrained  by  law.  Practically  the  entire 
history  of  the  trusts  is  comprised  in  the  period  since  the 
Sherman  act  was  passed.  They  have  operated  under 
the  ban  of  law.  That  fact  has  affected  their  price 
policies  and  their  policies  with  respect  to  the  acquisition 
of  competitors.  The  effect  must  have  been  appreciable 
even  in  the  earlier  days,  when  the  anti-trust  laws  were 
not  being  actively  enforced.  It  has  been  powerful 
during  more  recent  years,  when  suits  in  equity  and 
indictments  against  trusts  have  been  almost  weekly 
events.  The  trusts  have  not  dared  to  fight  their  com- 
petitors so  vigorously  or  to  annex  them  so  freely  as  they 
would  have  done  in  the  absence  of  restrictive  legislation. 
They  have  hardly  dared  to  maintain  prices  as  high  as 
they  have  had  power  to  do.  They  have  feared  dissolu- 
tion. They  have  feared  criminal  prosecution.  They 
have  desired  to  curry  public  favor  with  a  view  to  secur- 
ing amendments  making  the  laws  less  rigid.  What  they 
would  or  could  do  if  given  free  rein  cannot  be  judged  by 
paat  experience. 

In  the  third  place,  a  satisfactory  study  of  the  effect  of 
trusts  and  pools  on  prices  during  recent  years  is  made 
particularly  difficult  by  the  extraordinary  changes  which 


Digitized  by 


Google 


THB  TRUST  PROBLBM  387 

hare  taken  place  in  industry  generally.  There  was  a 
long  period  of  high  prosperity,  of  rapidly  advancing 
prices,  and  of  rapid  changes  in  methods  of  production, 
not  merely  in  trust  controlled  industries,  but  in  indus- 
tries generally.  It  is,  therefore,  quite  impossible  to 
determine  the  effect  of  a  trust  on  prices  by  merely 
comparing  the  prices  before  and  after  the  formation 
of  the  trust.  It  is  necessary  in  each  case  to  enter 
into  the  most  elaborate  details  as  to  the  prices  of 
materials,  the  rates  of  wages,  the  methods  of  produc- 
tion and  the  movements  of  demand. 

Some  have  sought  to  measure  the  influence  of  trusts 
merely  by  comparing  the  movement  of  prices  in  indus- 
tries in  which  trusts  exist  with  that  in  other  industries. 
The  prices  of  farm  products  are  often  used  for  such 
comparison.  On  the  average  the  prices  of  agricultural 
products  have  advanced  more  than  those  of  trust-made 
articles.  Comparisons  of  this  sort,  however,  prove 
absolutely  nothing.  The  disparity  between  the  growth 
of  population  and  that  of  agricultural  production  has 
caused  an  extraordinary  increase  in  the  prices  of  farm 
products.  Of  course  other  factors  besides  the  presence 
or  absence  of  combinations  affect  the  relative  price 
movements  of  individual  commodities  or  groups  of 
commodities.  Under  conditions  of  freest  competition 
the  price  of  one  product  may  go  up  while  that  of  another 
goes  down,  or  the  price  of  one  may  go  up  far  faster  than 
that  of  the  other.  The  sole  question  at  issue  is  whether 
the  price  of  the  particular  commodity  made  by  a  partic- 
ular trust  has  gone  up  more  or  has  fallen  less  than  it 
would  have  done  in  the  absence  of  combination.  That 
question,  as  already  suggested,  can  be  settled  only  by 
the  most  elaborate  investigations. 

Finally,  even  if  we  possessed  far  more  information 
than  we  do  on  the  history  of  prices  under  trusts  and 
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poolfl;  we  should  still  be  unable  to  determine  satisfac- 
torily to  what  extent  such  power  as  these  combinatknu 
were  f oimd  to  possess  over  prices  was  attributable  to 
unfair  competitive  methods  or  to  special  privileges  sudi 
as  natural  or  patent  monopolies.  Unfair  competitive 
practices  are  largely  secret.  Railroad  discriminatioiiBy 
for  example,  are  comparatively  seldom  brought  to  li^^t. 
We  shall  never  know  how  far  combinations  and  pools  in 
the  past  have  used  unfair  methods.  Even  if  we  did 
know  all  about  these  practices  and  all  about  the 
special  privileges  enjoyed  by  combinations,  it  would 
be  merely  a  question  of  opinion  to  how  far  poww 
over  prices  was  attributable  to  them,  except  in  cases 
where  no  unfair  practices  and  no  special  privileges  had 
existed. 

The  truth  is  that  a  final  answer  to  the  question 
whether  trusts  and  pools,  merely  by  virtue  of  combina- 
tion, can  maintain  monopoly  power  and  can  on  the 
average  keep  prices  higher  than  those  prevailing  under 
strictly  competitive  conditions,  would  be  possible  only 
as  the  result  of  a  wide-reaching  and  prolonged  expm- 
ment.  The  nation  and  the  states  would  have  to  repeal 
their  anti-trust  laws  and  substitute  merely  laws  for  the 
prevention  of  unfair  competitive  methods  and  the  re- 
moval of  special  monopoly  privileges.  Then,  perhaps, 
after  a  long  period  of  years,  we  could  determine  approxi- 
mately the  advantages  or  disadvantages  of  unrestrained 
liberty  to  combine.  It  is  such  an  experiment,  SippBr 
rently,  that  some  would  have  us  imdertake.  The  chief 
objection  to  it  would  be  the  difficulty  of  dropping  the 
experiment  when  we  had  learned  its  lesson.  If  it  were 
found  that  trusts  and  pools  under  such  conditions  were 
injurious  to  the  public  interests,  it  would  be  almost 
impossible  to  break  them  up  and  to  return  to  a  r^gune 
of  general  comi)etition. 
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Are  we  then  to  reach  the  conclusion  that  we  know 
nothing  about  the  ability  of  trusts  and  pools  to  obtain 
excessive  prices  if  unaided  by  unfair  comi)etitive 
methods  or  special  advantages  ?  Must  we  give  up  the 
solution  of  the  trust  problem  at  the  outset  ?  I  think 
not.  There  is  enough  evidence  at  least  to  indicate  the 
probability  that  combination  of  the  greater  part  of  the 
concerns  in  an  industry,  merely  as  such,  gives  an 
appreciable  degree  of  monopoly  power. 

In  the  case  of  a  good  many  trusts  and  pools  we  have 
reason  to  believe,  either  from  the  mere  nature  of  their 
business  or  from  the  results  of  investigation,  that  unfair 
competitive  methods  and  special  monopolistic  featiu^es 
have  not  been  important  factors.  Yet  in  some  such 
instances  monopolistic  prices  have  been  maintained  for 
greater  or  shorter  periods  of  time. 

Pools  are  much  less  able  than  trusts  to  use  unfair 
competitive  methods  effectively.  This  is  the  natural 
result  of  the  fact  that  the  pool  is  not  under  imified 
management.  Take  the  matter  of  railroad  discrimina- 
tions, for  example.  The  pool  ordinarily  does  not  deal 
with  the  railroads  as  a  unit.  It  has  no  officer  or 
organisation  for  that  purpose.  The  individual  members 
either  pay  the  regular  freight  rates  or  separately  negoti- 
ate for  special  rates  and  rebates.  As  individual  con- 
cerns, the  members  of  a  pool  are  not  in  a  stronger 
position  to  secure  railroad  favors  than  the  outside  con- 
cern. The  practice  of  price  discrimination  also  requires, 
in  order  to  be  an  effective  agent  for  destroying  competi- 
ticm,  a  degree  of  centralization  in  marketing  such  as 
seldom  exists  in  the  pool. 

Moreover,  in  most  cases,  the  pool  as  such  can  have  no 
peculiar  monopoly  privileges.  Only  in  case  the  single 
members  together  possess  the  whole  of  some  limited 
natural  resource,  or  together  possess  all  the  patents  on 
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which  a  ffLvea  busineBB  is  dependent,  can  their  combina- 
tion have  a  peculiar  advantage  over  outside  concerns. 
It  could  readily  be  shown  that,  in  the  case  of  most  pools, 
no  such  conditions  exist. 

Nevertheless,  even  pools  have  often  exercised  a  power- 
ful monopolistic  control  over  prices.  The  successive 
pools  in  the  powder  business,  the  pools  of  salt  manu- 
facturers, the  pools  of  iron  and  steel  manufacturers, 
notably  the  wire-nail  pool  of  the  90's,  the  more  recent 
pools  in  certain  specialized  branches  of  the  wire  industry 
—  these  and  a  niunber  of  others  are  known  to  have 
advanced  prices  greatly.  It  is  not  sufficient  to  say  that 
in  most  or  even  in  all  cases  the  excessive  prices  have  been 
only  temporarily  maintaLaed.  It  must  be  shown  that 
during  tlus  ensuing  period  of  competition  the  prices  were 
enough  below  the  normal  level  to  offset  the  monopoly 
prices  of  the  preceding  period.  This  cannot  be  shown; 
the  facts,  at  least  in  a  good  many  cases,  have  been  other- 
wise. The  public  has  been  forced  on  the  average  to  pay 
excessive  prices  as  the  result  of  pools.  As  already 
indicated,  moreover,  the  breaking  down  of  pool  prices 
has  quite  as  often  been  due  to  the  action  of  the  members 
of  the  pool  itself  as  to  competition  from  without.  To 
show  that  pools  cannot  maintain  monopoly  would  not 
be  to  show  that  trusts  cannot  do  so. 

Turning  now  to  our  experience  with  trusts,  it  has  been 
demonstrated  by  thoro  investigation  that  several  of  the 
trusts  have  maintained  prices,  sometimes  for  long 
periods,  far  above  the  competitive  level.  This  has  been 
proved  true  of  the  oil,  steel,  sugar  and  tobacco  trusts. 
Doubtless  it  has  been  true  also  of  many  others  not  so 
investigated.  Of  the  four  named  the  oil  trust  is 
exceptional.  It  has  in  such  lai^  measure  resorted  to 
unfair  competitive  methods  and  has  possessed  such 
i^peciai  privileges  as  possibly  to  account  fully  for  the 
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monopoly  power  displayed.  I  do  not  think  the  same 
can  be  said  of  the  others. 

The  history  of  the  sugar  trust  is  illuminating.  While 
that  combination  has  at  times  profited  by  railroad 
discriminations^  there  is  little  reason  to  believe  that  its 
ability  to  attack  competitors  was  due  in  any  great 
measure  to  such  discriminations.  Most  of  the  com- 
petitors which  have  arisen  from  time  to  time  have  been 
exceedin^y  large  concerns,  whose  business  the  railroads 
were  eager  enough  to  get.  Price  discrimination  and 
other  unfair  methods  of  competition  can  be  used  in  the 
sugar  industry  only  within  narrow  limits.  These 
methods  were  certainly  not  the  means  which  prevailed 
to  force  competitors  to  sell  out  to  the  trust.  For  about 
fifteen  years  after  the  formation  of  the  sugar  trust  in 
1887,  sugar  prices  —  that  is,  the  mai^ns  between  the 
prices  of  raw  and  refined  sugars  —  showed  marked  oscil- 
lations. A  period  of  high  monopolistic  prices  would  be 
followed  by  the  erection  of  new  plants  and  a  period  of 
active  competition.  The  competitors  would  then  be 
taken  into  the  fold  and  prices  advanced  again.  On  the 
average,  prices  were  materially  higher  than  they  would 
have  been  under  normal  competition.  For  the  past  ten 
years  or  thereabouts,  conditions  in  the  trade  have  been 
more  steady  and  prices  have  varied  but  little,  being  on 
the  whole  rather  high.  The  trust  has  lost  materially 
in  its  control  of  output  during  that  period.  The  fact, 
however,  seems  to  me  attributable  more  to  the  fear  of 
government  prosecution  than  to  a  change  of  heart  on  the 
part  of  the  managers  of  the  combination  or  to  realization 
of  their  inability  to  maintain  monopoly. 

The  tobacco  trust  possessed  for  a  long  time,  if  it  does 
not  still  possess,  very  great  monopolistic  power.  When 
the  Spanish  war  broke  out,  the  government  greatly 
increased  the  taxes  on  tobacco.    Manufacturers,  as  was 
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expected;  advanced  the  prices  correspondingly.  At 
the  close  of  the  war,  the  taxes  w»:e  restored  to  their 
former  level.  But  prices  were  not  reduced.  Profits 
soared.  Had  effective  competition  existed  in  the  trade, 
it  would  have  been  impossible  to  maintain  prices  after 
the  taxes  were  lowered.  The  tobacco  trust,  I  feel  sure, 
was  far  from  owing  the  whole  of  its  power  to  unfair 
competitive  methods  or  to  special  monopoly  privileges. 
Freight  charges  on  tobacco  are  such  a  small  element  in 
cost  that,  even  if  the  trust  had  special  favors  in  this 
respect,  they  could  have  coimted  but  little  in  competi- 
tion. The  trust  did  make  considerable  use  of  price 
discrimination  as  a  method  of  warfare  against  competi- 
tors. It  maintained  bogus  independent  companies.  It 
sought  to  make  exclusive  contracts  with  dealers.  The 
conditions  of  the  trade,  however,  are  such  that  these 
practices  could  not  wholly  account  for  monopoly  power. 
The  ability  of  the  trust  to  maintain  its  dominant  posi- 
tion was  largely  due  to  its  readiness  to  buy  up  comjieti- 
tors  at  good  prices,  and  to  the  readiness  of  competitors 
to  submit  to  the  amalgamation  process. 

In  the  case  of  the  steel  industry,  the  maintenance  of  a 
generally  high  level  of  prices  since  about  1900  has  been 
due  largely  to  the  willingness  of  the  principal  indei)en- 
dent  concerns  to  follow  the  lead  of  the  Steel  Corporation. 
The  imderstandings  with  outside  concerns  have  been 
usually  very  informal,  but  decidedly  effective.  The 
steel  combination  is  much  bigger  than  the  Steel  Corpora- 
tion. That  Cori>oration  has  gradually  lost  in  its 
proportion  of  the  output,  but  its  power  over  prices  has 
scarcely  diminished.  Unfair  practices  have  contributed 
but  little  to  its  strength. 

The  truth  is  that  in  by  no  means  all  industries  is  it 
possible  for  a  combination,  however  comprehensive, 
to  add  much  to  its  power  by  unfair  competitive  methods. 
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StiU  fewer  industries  possess  peculiar  monopolistic 
factors  which  tend  to  strengthen  the  power  resulting 
merely  from  the  combination  of  the  greater  part  of  the 
industry. 

The  importance  of  railroad  discriminations^  for 
example,  as  a  factor  in  the  monopoly  power  of  the  trusts 
has  often  been  exaggerated.  •  Such  discriminations 
were  undoubtedly  of  enormous  aid  to  the  Standard  Oil 
Trust.  They  have  been  of  considerable  assistance  to 
a  good  many  other  trusts.  But  for  not  a  few  industries 
in  which  combinations  have  developed,  freight  charges 
are  a  relatively  unimportant  element  of  cost.  During 
the  past  jSfteen  years,  which  cover  the  entire  history  of 
many  of  the  trusts,  railroad  discrinunations  have  been 
much  less  common  than  formerly.  Law  has  done  much 
to  eliminate  them.  So  has  the  uicreased  traffic  of  the 
railroads,  which  has  made  them  less  eager  to  take  busi- 
ness away  from  one  another.  The  government  investi- 
gations have  failed  to  show  that  the  harvester  or  tobacco 
trusts  enjoyed  special  favors  of  importance  from  the 
railroads.  They  also  have  failed  to  show  that  the  Steel 
Corporation  has  received  such  favors,  other  than  those 
arising  from  its  operation  of  switching  railroads  at  its 
plants;  and  similar  advantages  were  enjoyed  by  the 
leading  independent  steel  concerns  as  well.  It  would 
be  rash  to  say  positively  that  this  or  that  particular 
trust  has  had  no  unfair  advantage  over  competitors 
in  railroad  rates,  but  it  is  certain  that  by  no  means 
every  trust  has  had  such  advantage. 

Again,  price  discrimination  is  not  possible  in  all  eases. 
True,  it  has  been  a  tremendously  powerful  weapon  in 
the  hands  of  the  Standard  Oil  Company.  The  peculiar 
method  of  marketiag  the  principal  petroleum  products, 
by  delivery  in  tank-wagons  directly  to  the  door  of  the 
retail  dealer,  greatly  facilitated  this  practice.      For 
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example,  some  years  ago  the  Standard  Oil  Company  was 
selling  illimmiating  oil  at  San  Francisco,  next  door  to  its 
great  California  refinery,  for  12^  cents  a  gallon.  It 
was  transporting  the  same  oil  several  himdred  miles  to 
Los  Angeles  and  selling  it  for  7}  cents.  Half  a  cent  a 
gallon  is  a  fair  profit  on  oil.  The  small  competing 
refineries  were  located  chiefly  near  Los  Angeles.  In 
many  industries,  however,  price  discrimination  cannot 
be  made  an  effective  tool  of  monopoly.  In  the  case  of 
those  products  which  are  standard  in  character  and 
which  are  handled  through  central  markets,  compara- 
tively little  can  be  gained  by  it. 

So,  too,  the  practice  of  requiring  exclusive  patronage, 
—  refusing  to  sell  goods  at  all  except  to  those  who  i^ree 
to  refrain  from  buying  the  goods  of  competitors,  —  can 
be  made  a  means  of  aiding  monopoly  in  comparatively 
few  industries.  In  the  case  of  staple  goods  obtainable 
at  central  markets,  it  makes  no  difference  to  the  pur- 
chaser whose  product  he  buys.  He  runs  little  risk  that 
by  refusing  to  buy  from  a  given  seller,  even  the  principal 
producer,  he  may  be  unable  to  supply  himself  from  other 
sources.  Where  a  combination  has  ab-eady,  by  patent 
rights,  reputation  or  otherwise,  a  practical  monopoly 
of  certain  products,  it  can  sometimes  use  that  monop- 
oly as  a  means  of  forcing  purchasers  to  buy  its 
other  products  also,  to  the  exclusion  of  those  made 
by  competitors.  Otherwise  the  practice  of  requir- 
ing exclusive  patronage  seldom  tends  to  monopoly. 
Indeed,  it  is  a  very  common  practice  among  con- 
cerns which  have  neither  monopoly  power  nor  monop<^y 
purpose. 

Some  of  the  combinations  have  owed  a  good  deal  of 
their  power  to  the  possession  of  natiu^  or  patent 
monopolies.  The  grip  of  the  Standard  Oil  Company 
was  greatly  strengthened  by  the  system  of  pipe-line 
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transportation,  which,  like  other  means  of  transporta- 
tion, tends  strongly  to  monopoly.  The  system  of  tank- 
wagon  delivery  of  oil  to  dealers  also  lends  itself  to 
monopoly,  since  duplication  of  service  means  needless 
expense.  The  possession  of  limited  natural  resources 
has  aided  at  least  a  small  number  of  the  trusts  to  main- 
tain their  power.  The  possession  of  patents  has  been  a 
factor  of  some  importance  in  the  case  of  the  American 
Can  Company,  of  the  combinations  in  the  electrical 
industry,  in  the  shoe  machinery  industry  and  a  few 
others.  Were  it  possible  to  deprive  trusts  of  these 
special  monopolistic  privileges,  or  to  control  the  exercise 
of  them  by  fixing  transportation  rates,  fixing  prices  or 
otherwise,  a  niunber  of  the  trusts  would  be  decidedly 
weakened. 

Nevertheless,  it  is  far  from  true  that  factors  of  this 
s(»t  are  present  in  a  majority  of  the  combinations. 
They  count  little,  for  example,  in  the  sugar  business,  or 
the  tobacco  business,  or  the  packing  business.  I  doubt 
even  if  the  United  States  Steel  Corporation  has  owed 
any  appreciable  part  of  its  power  in  the  past  to  the 
ownership  of  ore  lands  or  the  operation  of  railroads  and 
steamships,  considered  merely  as  elements  of  natural 
monopoly. 

It  would,  of  course,  require  voliunes  to  enter  into  all 
the  details  of  tiie  known  facts  regarding  the  individual 
combinations  and  to  discuss  carefully  their  significance. 
The  statements  I  have  made  thus  briefly  may  be  chal- 
lenged. Some  of  them  may  not  be  well-founded. 
On  the  whole,  however,  after  much  observation  and 
study,  I  am  strongly  of  the  opinion  that  past  experience 
goes  to  show  that  trusts  and  pools,  merely  by  virtue  of 
combination,  can  work  injury  to  the  public,  through 
excessive  prices.  I  do  not  believe  that  experience 
supports  the  contention  that  to  prohibit  unfair  competi- 
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tive  methods  and  to  deprive  combinations  of  special 
monopolistic  privileges  would  sufficiently  protect  the 
people  from  extortion. 

The  opinion  that  the  possession  of  a  dominant  pro- 
portion of  a  given  business  will  by  itself  en£J:>le  an 
industrial  combination  to  exercise  monopoly  power  over 
prices  is  not  without  theoretical  support. 

Some  economists  go  so  far  as  to  maintain,  on  abstract 
grounds  as  well  as  on  the  ground  of  experience,  tibat 
under  modem  conditions  continued  competition  is 
impossible  in  most  fields  of  manufacturing  industry. 
They  hold  that  the  large  amount  of  fixed  capital  places 
modem  manufacturing  industries  in  the  same  category 
with  railroads.  It  has  long  been  recognized  that  com- 
petition amoi^  railroads  tends  to  go  to  such  excessive 
lengths  as  virtually  to  force  combination  in  self  protec- 
tion. Those  who  take  this  view  would  have  us  adopt 
neither  the  policy  of  permitting  combinations  to  go 
unrestrained,  nor  the  policy  of  attempting  to  destroy 
and  prevent  them.  They  find  the  only  possible  solution 
of  the  trust  problem  in  government  regulation  of  prices 
and  profits. 

This  view  seems  to  me  extreme.  It  will  be  discussed 
more  fully  in  another  lecture.  There  is  a  material 
difference  between  the  conditions  in  the  great  majority 
of  manufacturing  industries  and  those  in  railroad  trans- 
portation. To  maintain  that  it  is  impossible  by  law  to 
prevent  combinations  in  restraint  of  trade  is  very  dif- 
ferent from  maintAining  that,  in  the  absence  of  laws 
against  such  combinations,  they  will  be  able  to  exercise 
a  lai^  degree  of  monopoly  power.  However,  whatever 
force  there  may  be  in  the  arguments  in  behalf  of  the 
first  of  these  positions  is  obviously  still  greater  in  bdialf 
of  the  second. 
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Against  this  extreme  view,  that  competition  is  impos* 
sible,  stands  the  other  extreme  view,  that  monopoly 
power  is  impossible  in  manufacturing  industries  if  unfair 
competition  and  special  privileges  be  eliminated.  There 
are,  we  are  told,  plenty  of  capital  and  plenty  of  business 
talent  ready  to  enter  any  field  where  prices  are  high  and 
profits  promising.  .  This  is  true  in  very  considerable 
measure.  The  investigations  of  the  Pujo  committee, 
however,  have  made  it  clear  that  the  flow  of  capital  into 
industries  is  not  altogether  free  from  restraint.  We 
may  not  credit  fully  the  conclusions  of  that  committee 
as  to  the  power  of  the  Money  Trust.  It  is  a  fact, 
nevertheless,  that  a  limited  number  of  great  financial 
interests,  closely  intertwined,  and  with  a  multitude  of 
ramifications,  have  a  considerable  degree  of  control  over 
credit  throughout  the  country.  A  concern  requiring 
large  capital  would  find  difficulty  in  placing  secxuities 
or  in  borrowing  money,  if  its  purposes  were  inimical  to 
combinations  or  corporations  in  which  these  great 
financial  leaders  were  interested.  At  the  same  time, 
it  must  be  admitted,  the  power  of  the  Money  Trust  is  by 
no  means  sufficient  wholly  to  prevent  new  capital  from 
entering  into  competition  with  the  trusts. 

Some  take  the  position  that  the  mere  aggregation  of 
great  capital  in  the  trust  will  implant  such  fear  in  the 
hearts  of  would-be  competitors  that  they  will  keep  out 
of  the  way.  They  urge  that  the  great  resources  of  the 
trust  alone  will  enable  it  to  survive  losses  of  competition 
better  than  the  smaller  concern.  With  this  view  also 
I  find  myself  unable  to  agree.  The  losses  of  a  trust 
from  competition  reach  a  greater  volume  of  business 
than  those  of  the  independent  concern;  proportionally 
they  may  be  equally  heavy.  Only  if  the  trust  is  more 
efficient  than  its  competitors,  or  if  it  can  use  unfair 
methods  of  attacking  them,  is  it  able  to  drive  them  to 
the  wall  without  itself  suffering  equally. 
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But  does  theory  justify  us  in  thinking  that  the  trust 
will  find  it  necessary  to  fight  to  the  last  ditch  in  order 
to  rid  itself  of  the  competitors  which  are  likely  to  spring 
up  from  time  to  time  ?  Will  not  the  same  motives 
which  led  the  group  of  competing  concerns  to  combine 
at  the  outset  appeal  as  well  to  the  new  competitors  ? 
It  is  by  no  means  true,  as  some  trust  promoters  would 
have  us  believe,  that  before  the  trusts  were  formed, 
destructive  competition  was  causing  intolerable  losses. 
Usually  the  leading  concerns  were  by  no  means  in 
danger  of  the  sheriff.  They  united  because  they  saw 
the  prospect  of  still  greater  gains  than  they  were  making. 
They  felt  it  was  more  profitable  to  join  in  gouging  the 
consumer  than  to  try  to  get  business  away  from  one 
another.  Will  not  the  new  concerns  that  rise  up  to 
plague  the  trusts  find  it  convenient  to  do  likewise  after 
a  reasonable  period  of  competitive  struggle  ? 

We  are  not  justified,  on  theoretical  grounds,  in  antici- 
pating any  other  history  for  the  trust  than  that  which 
has  so  often  actually  taken  place  in  the  past.  The 
career  of  many,  if  not  most,  trusts  has  shown  a  wave 
movement.  First,  fairly  complete  elimination  of  com- 
petition and  extortionate  prices.  Then  an  inroad  of 
competition  fcrflowed  by  moderate  or  low  prices.  Next 
the  absorption  of  competitors,  and  high  prices  once 
more.  What  theoretic  reason  is  there  to  believe  that 
in  the  long  run  the  average  of  prices  under  these 
fluctuations  will  be  no  higher  than  had  there  been  no 
combination  at  all  ?  What  reason  to  suppose  that 
diuing  the  periods  of  active  competition  the  prices  will 
go  far  below  a  profitable  level  ?  Can  the  trust  induce 
its  competitor  to  enter  the  sheltering  arms  of  monopoly 
only  after  both  have  long  been  losing  heavily  ? 

Capital  and  talent  may  be  ever  ready  to  begin  com- 
petition with  the  trusts.     They  are  usually  quite  as 
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ready  to  join  with  the  trusts  to  keep  up  prices.  Often 
the  sole  object  of  the  new  competitor  is  to  break  his  way 
into  the  monopoly.  It  may  not  even  be  necessary  for 
the  combination  to  pay  a  very  high  price  in  order  to 
buy  him  up.  It  may  not  be  necessary  to  buy  him  up 
at  all.  He  may  simply  agree  with  the  trust  to  work  in 
harmony,  to  follow  its  leadership. 

But,  it  will  be  urged,  the  trusts  will  be  able,  by  reason 
of  their  superior  economy  and  efficiency,  to  secure 
profits,  on  the  average,  in  excess  of  the  normal  competi- 
tive rate,  and  still  charge  prices  at  least  as  low  as  would 
be  possible  under  a  regime  of  general  competition. 
Anticipating  for  a  moment  what  will  be  discussed  more 
fully  in  another  lecture,  we  may  note  that  superiority 
of  the  trusts  in  efficiency  has  been  by  many  greatly 
overestimated.  The  trust  may  be  more  efficient  than 
its  smaller  competitors  as  they  actually  exist  today  or 
ttian  the  separate  plants  that  preceded  the  trust.  That 
proves  little.  The  things  compared  are  not  properly 
comparable.  In  most  industries  the  trust  possesses 
little  superiority  over  large  individual  plants  such  as 
would  have  arisen  in  the  absence  of  the  trust. 

But  even  assuming  for  purposes  of  argument,  that 
Uie  trust  is  the  most  efficient  possible  business  unit,  it 
does  not  follow  that,  in  the  absence  of  regulation  of 
prices  and  profits  by  the  government,  the  people  can 
e}q)ect  to  share  in  the  benefit  of  that  efficiency.  On 
fhe  contrary,  the  efficiency  itself  might  result  to  the 
injury  of  the  public.  It  is  by  no  means  clear  that  the 
self-interest  of  trust  managers  would  under  such  cir- 
eumstances  lead  them  to  maintain  prices  uniformly  low 
in  order  to  keep  competitors  from  entering  the  field. 
Might  they  not  rather  keep  prices  high  as  long  as 
possible,  relying  on  their  ability  to  destroy  competitors 
by  underselling,  whenever  they  arose  7      Might  not 
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the  known  ability  of  the  trust  to  undersdl  without  1o8b 
create  such  a  fear  that  competition  for  long  periods 
would  not  dare  to  raise  its  head  7  Superior  ^ci^iey 
of  trusts  may  be  an  argument  in  favor  of  the  policy  d 
tolerating  combinations  subject  to  government  r^ular 
tion,  but  hardly  in  favor  of  a  policy  of  Imasezfaire. 

Experience  and  theory  thus  unite  at  least  to  warn  us 
of  the  possible  danger  of  trusts  and  pools.  We  cannot 
feel  sure  that  the  restriction  of  unfair  competitive 
methods  and  the  removal  of  special  monopolistic 
privileges  would  rob  them  of  power  to  mulct  the  con- 
sumer. Moreover,  we  have  not  yet  been  shown  that  it 
is  possible  to  eradicate  unfair  competitive  methods  and 
special  privileges.  The  government  has  been  trying 
to  put  a  stop  to  railroad  discriminations  for  more  than 
twenty  years.  It  has  reduced  them  greatly,  but  it  has 
not  wholly  eliminated  them.  The  task  of  preventing 
unfair  methods  of  marketing  goods  would  be  even 
harder.  It  is  easy  to  talk  about  prohibiting  price 
discrimination,  for  example.  Actually  to  prevent  it 
would  require  elaborate  administrative  machinery. 
Price  discrimination  is  practised  more  or  less  in  almost 
every  branch  of  industry  and  trade.  Small  concerns 
having  no  thought  of  monopoly  often  discriminate  m 
prices.  In  some  cases  the  practice  is  excusable  if  not 
desirable.  The  government  would  have  grave  difficulty 
in  determining  just  where  to  draw  the  line.  Indeed,  to 
prove  the  fact  of  discrimination  would  often  be  virtually 
impossible,  because  of  differences  in  the  grade  of  goods 
sold,  in  the  quantities  sold  to  different  purchasers,  and 
in  the  costs  of  sale  and  delivery. 

Difficult  also  would  it  be  in  many  cases  to  deprive 
combinations  of  special  monopoly  privileges.  For 
example,  take  patent  rights.  The  patent  possessed  by 
a  concern  standing  alone  may  give  it  only  a  limited 
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degree  of  monopoly  power.  By  combining  with  other 
concerns  having  patents  for  related  machinery  or  proc- 
esses the  monopoly  may  become  complete.  We  may 
prevent  such  combination  by  law.  But  if  we  permit  it^ 
how  can  we  then  deprive  the  combination  of  the  added 
power  which  the  pooling  of  patents  gives  ?  The  only 
remedy  for  monopoly  in  that  case  would  be  regulation 
of  the  prices  of  the  products.  Again,  a  number  of 
separate  concerns  having  each  part  of  a  limited  natural 
resource  may  unite  so  that  they  together  control  the 
entire  resource  or  the  greater  part  of  it.  This  gives 
them  an  advantage  over  competitors  that  did  not  exist 
before.  The  combination  might  have  been  prevented, 
but  if  it  is  permitted  the  advantage  thereby  acquired 
with  respect  to  the  natural  resource  cannot  be  taken 
away  save  by  the  difficult  method  of  government  regu- 
lation of  prices. 

The  restriction  of  unfair  competitive  methods  and  of 
special  monopoly  privileges  would  be  a  proper  enough 
adjunct  of  the  policy  of  prohibiting  combinations,  or  of 
the  policy  of  regulating  th^ir  prices  and  profits.  But 
standing  alone  it  is  not  a  sufficient  safeguard  against 
monopoly. 

The  solution  of  the  trust  problem,  therefore,  must  be 
found  either  in  prohibition  or  in  regulation,  not  in 
Icdsaez  faire.  Those  who  ask  us  to  remove  the  ban  of 
law  from  trusts  and  pools  without  substituting  the 
controlling  hand  of  government  over  prices  are  asking 
a  departiu'e  from  a  policy  that  is  as  old  as  Anglo-Saxon 
civilization.  They  are  asking  us  to  leap  into  the  dark. 
The  results,  tho  conceivably  not  disastrous,  might  yet 
be  extremely  disastrous.  The  great  majority  of  the 
American  people  have  no  desire  to  risk  the  experiment. 
I  for  one  believe  that  they  are  right  in  refusing  to  do  so. 
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II 

The  Possibility  op  Preventing  Combination 

If  the  conclusion  is  reached  that  there  is  need  for 
either  regulation  of  combinations  or  prohibition  of  them, 
the  question  immediately  arises  whether  the  latter 
course  is  practicable.  Can  the  government  successfully 
break  up  existing  combinations  and  prevent  the  forma- 
tion of  others  ? 

The  limited  experience  of  this  coimtry  thus  far  in 
"  trust  busting ''  is  often  cited  as  proving  the  impossi- 
bility of  destroying  the  trusts.  In  some  cases  the  so- 
called  dissolutions  have  in  fact  failed  to  bring  about 
real  competition.  Yet  in  some  other  instances  a  con- 
siderable measure  of  competition  has  apparently  been 
restored.  As  regards  the  great  majority  of  the  cases  no 
information  concerning  the  results  is  available.  So 
little  time  has  elapsed  since  the  anti-trust  laws  began 
to  be  enforced  with  some  vigor  that  a  pessimistic 
judgment  as  to  the  ultimate  outcome  is  premature. 
Moreover,  the  methods  of  dealing  with  the  combinations 
thus  far  have  been  relatively  gentle  and  the  results  do 
not  justify  a  conclusion  as  to  what  might  be  accom- 
plished by  a  really  rigorous  policy  of  repression. 

The  opinions  of  most  people  concerning  the  results 
accomplished  under  the  Federal  anti-trust  act  are  based 
on  a  few  conspicuous  cases.  They  do  not  even  know 
that  there  have  been  scores  of  prosecutions  and  suits 
in  equity  under  that  act,  the  great  majority  of  which 
have  been  decided  in  favor  of  the  government.  While 
the  earliest  decisions  of  the  Supreme  Court  tended 
greatly  to  narrow  the  scope  of  the  Sherman  law,  later 
decisions  have  turned  increasingly  in  the  other  direction. 
The  court  has  not  only  upheld  the  constitutionality  of 
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the  act  in  every  respect,  but  it  has  held  its  broad  ter- 
minology applicable  to  almost  every  specific  form  of 
combination  or  of  contract  in  restraint  of  trade,  and  to 
almost  every  monopolistic  practice  of  which  complaint 
is  made.  Supposed  rights  of  property  and  of  contract 
have  in  large  measiu^  been  brushed  aside  by  the  court 
when  urged  as  a  defense  for  monopoly.  The  Sherman 
Act  needs  little,  if  any,  modification  with  respect  to  its 
scope  and  its  definitions.  The  state  courts  also  have 
shown  vigor  in  enforcing  the  various  state  anti-trust 
laws. 

Yet  repression  has  not  thus  far  taken  drastic  form. 
It  18  one  thing  for  the  courts  to  adopt  a  broad  policy 
in  holding  a  combination,  contract  or  practice  unlawful. 
It  is  quite  another  to  use  vigorous  measures  to  punish  it 
or  prevent  its  recurrence.  Thus  far  there  has  been 
scarcely  a  single  instance  of  imprisonment  for  violation 
of  either  state  or  Federal  anti-trust  laws.  Juries  have 
not  shown  a  disposition  to  convict  where  imprisonment 
was  the  necessary  penalty,  or  where  they  believed  that 
the  judges  would  probably  impose  that  penalty.  Where 
judges  have  had  a  choice  between  fining  and  imprisonmg 
offenders,  they  have  uniformly  inflicted  the  fine.  In 
fact,  many  of  the  fines  have  been  unreasonably  light, 
in  some  cases  far  less  than  the  profits  which  the  com- 
bination had  gained  through  violation  of  the  law. 

It  would  have  been  harsh  to  imprison  men  in  the  first 
campaign  against  the  trusts  under  the  Sherman  law. 
The  law  had  long  been  allowed  to  remain  a  dead  letter. 
Business  men  generally  did  not  look  upon  monopohstic 
combinations  or  practices  as  immoral.  Hence  admin- 
istrative officers,  judges  and  juries  were  justified  in 
leniency.  It  does  not  follow  that  leniency  is  desirable 
for  the  future,  or  that  the  people  will  be  disposed  to 
tolerate  it.     Now  that  the  public  has  shown  that  it 


Digitized  by 


Google 


404  QUARTERLY  JOURNAL  OP  ECONOMICS 

means  buBineas  in  attacking  combinations  and  monop- 
olies, and  that  the  meaning  of  the  laws  is  clearly 
established  and  generally  known,  men  who  form  com- 
binations, make  contracts  in  restraint  of  trade,  or  pursue 
monopolistic  practices,  know  that  they  do  so  at  thdr 
peril,  and  severe  pusnishments  will  be  perfectly  prop^. 
If  necessary,  the  anti-trust  laws  could  be  so  amended 
as  to  make  imprisonment  the  only  penalty  in  criminal 
cases,  or  to  increase  greatly  the  minimum  and  maxi- 
mum fines.  A  vigorous  enforcement  of  anti-trust  laws, 
especially  by  imposing  prison  sentences,  would  virtually 
stop  the  more  formal  combinations  and  contracts  in 
restraint  of  trade  as  well  as  the  more  obvious  methods 
of  unfair  competition.  The  average  business  man  fears 
the  jiul  mightily.  Very  few  are  deliberate  law-breakers. 
Tho  some  secret  combinations  in  plain  violation  of  the 
laws  might  be  attempted  even  in  the  face  of  severe 
punishment  if  discovered,  they  would  probably  be  very 
few.  The  question  whether  informal  understandings 
could  be  prevented  and  whether  genuine  and  active 
competition  could  be  brought  about  is,  however, 
different  and  will  be  confddered  later. 

A  large  proportion  of  the  proceedings  under  the  Sher- 
man Act  have  not  been  criminal  indictments,  but  bills 
in  equity  seeking  injunctions.  In  a  few  cases  the  same 
combination  has  been  pursued  both  criminally  and  in 
equity.  The  injunction  is  under  certain  conditions  a 
very  necessary  device  for  enforcing  the  statute.  It  is 
difficult  to  see  how  a  closely  knit  trust  like  the  Standard 
Oil  Company  could  be  satisfactorily  broken  up  without 
an  order  of  the  court  as  to  the  method  of  doing  so. 
Merely  to  impose  penalties  upon  a  trust  or  its  managers, 
and  to  leave  them  to  devise  means  of  dissolving  it, 
would  often  open  the  door  for  endless  litigation  among 
the  members  and  stockholders  of  the  combination.     A 
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pool;  a  contract  in  restraint  of  trade,  a  monopolistic 
practice  can  be  discontinued  forthwith.  In  attacking 
these,  a  prosecuting  officer  has  his  choice  between 
criminal  and  equity  proceedings.  An  injimction 
against  them  does  little  to  add  to  the  effectiveness  of 
the  penal  provisions  of  the  law  itself.  But  the  dissolu- 
tion of  a  trust  or  corporate  combination  requires 
positive  and  not  merely  negative  action.  It  takes  time 
and  skill.     It  calls  for  decrees  in  equity. 

Most  of  the  cases  under  the  Sherman  act  have  been 
not  against  trusts  proper,  but  against  pools,  contracts 
in  restraint  of  trade,  and  monopolistic  practices.  There 
is  reason  to  believe  that  much  has  been  accomplished 
in  cases  of  this  type,  tho  positive  evidence  is  for  the 
most  part  lacking.  Very  seldom  have  the  courts  been 
asked  to  punish  the  same  offenders  a  second  time,  or  to 
find  them  guilty  of  contempt  in  violating  injunctions. 
It  is  perfectly  easy  for  the  separate  concerns  which 
agreed  together  in  a  pool  and  which  theretofore  were 
competitors  to  resimie  competition.  In  the  past  many 
a  pool  has  dissolved  itself,  or  fallen  asunder  without 
legal  action.  I  have  no  doubt  whatever  that  most  of 
the  pools,  contracts  in  restraint  of  trade  and  monop- 
olistic practices  against  which  the  law  has  been  invoked 
have  actually  been  discontinued  in  form,  and  a  good 
many  of  them  in  substance. 

In  the  more  familiar  cases  against  the  Northern 
Securities,  Standard  Oil  and  American  Tobacco  combina- 
tions, the  court  had  to  deal  with  holding  companies. 
The  oil  and  tobacco  trusts  in  particular  were  not  mere 
assemblages  of  sepiarate  concerns.  Each  was  a  working, 
organic  unity.  The  Standard  Oil  combination  had 
been  in  existence  for  forty  years.  Most  of  the  con- 
stituent corporations  whose  stocks  were  controlled  by 
the  Standard  Oil  Company  of  New  Jersey  had  never 
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been  independent;  they  were  children  of  the  parent 
concern  by  birth  and  not  by  adoption.  The  separate 
corporations  were  maintained  merely  for  legal  conven- 
ience. Very  few  of  the  men  who  managed  them  had  ever 
had  experience  with  competition  against  one  another. 
The  tobacco  trust  was  but  little  less  firmly  knit  together. 

To  establish  competition  among  the  parts  of  the  oil 
and  tobacco  trusts  was  thus  of  necessity  a  difficult 
task  by  any  method.  The  method  actually  pursued 
by  the  courts  in  these  cases  was  wholly  inadequate  to 
the  situation.  Indeed,  that  method  was  not  adequate 
even  for  the  much  easier  task  of  breaking  up  the  com- 
bination of  railroads  formed  imder  the  Northern  Securi- 
ties Company,  a  combination  in  which  each  railroad  was 
a  distinct  entity  and  not  an  essential  member  of  a 
unified  whole. 

In  each  of  these  three  cases  the  decree  of  the  court 
permitted  the  holding  corporation  to  divide  the  shares 
of  the  various  constituent  companies  pro  rata  among 
the  stockholders  of  the  holding  company.  A  person 
who  held  one-tenth  of  the  stock  of  the  Standard  Oil 
Company  of  New  Jersey,  for  example,  became  there- 
after the  holder  of  one-tenth  of  the  stock  of  each  of  the 
former  subsidiary  companies.  To  be  sure,  the  decree 
prohibited  the  use  of  liquidating  certificates  or  other 
evidences  of  joint  ownership  in  two  or  more  of  the  sub- 
sidiaries, as  well  as  other  formal  devices  for  securing 
unity  of  control.  The  several  companies,  their  officers, 
and  directors  were  enjoined  from  agreeing  together  as 
to  the  conduct  of  business  in  such  a  way  as  to  restrain 
trade.  There  waa  no  prohibition,  however,  against  the 
election  of  the  same  persons  as  directors  or  officers  of 
two  or  more  of  the  companies. 

It  is  difficult  to  see  why  it  should  be  anticipated  that 
changes  in  the  ownership  of  the  stock  thus  distributed 
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would  take  place,  within  any  reasonable  length  of  time, 
such  as  would  destroy  the  substantial  community  of 
interest.  John  D.  Rockefeller  had  owned  about  one- 
fourth  of  the  stock  of  the  Standard  Oil  Company  of 
New  Jersey.  A  very  small  niunber  of  men  had  con- 
trolled a  majority  of  the  stock.  These  same  men  now 
control  a  majority  of  the  stocks  of  the  segregated  com- 
panies. What  possible  motive  have  they  for  selling 
stocks  in  one  of  the  companies  rather  than  in  another  ? 
Rather  is  it  to  be  expected  that  they,  and  their  heirs 
after  them,  will  in  general  continue  to  hold  all  of  these 
stocks,  or,  if  they  do  dispose  of  any,  will  dispose  of 
equal  proportions  in  each  of  the  companies.  Changes 
are  perhaps  more  hkely  to  take  place  in  the  ownership 
of  the  smaller  blocks  of  shares;  but  these  have  no 
influence  in  the  control  of  corporations.  So  long  as 
there  is  a  community  of  ownership  in  the  shares,  formal 
agreement  among  the  several  corporations  of  the  Stand- 
ard Oil  group  regarding  prices,  output  or  other  matters 
is  by  no  means  necessary  to  insure  substantial  harmony 
in  operation.  No  man  naturally  competes  against 
himself. 

The  situation  with  respect  to  the  former  constituent 
companies  of  the  Northern  Securities  Company  and  the 
American  Tobacco  Company  is  the  same  as  with  respect 
to  the  Standard  companies. 

This  method  of  (Ussolving  trusts  —  by  leaving  the 
ownership  of  all  the  constituent  parts  to  the  same  per- 
sons that  owned  the  former  controlling  corporation  — 
can  hardly  be  characterized  by  any  other  word  than 
farcical.  It  rests  on  the  false  assumption  that  a  cor- 
poration has  motives  and  ideas  different  from  those  of 
the  persons  who  own  it.  The  courts  have  repeatedly 
asserted  that,  in  judging  of  the  existence  or  the  legality 
of  a  combination  in  restraint  of  trade,  they  must  and 
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will  look  beneath  mere  forms,  and  will  consider  the 
essence,  the  purpose  of  the  men  who  conspire  beneath 
the  cloak  of  the  corporation.  In  making  the  decrees  of 
dissolution  in  these  leading  trust  cases,  however,  the 
courts  have  dealt  with  form  rather  than  with  substance. 

There  would  be  no  insuperable  difficulty  in  adopting 
a  more  effective  method  of  dissolving  such  closely-knit 
trusts.  The  stockholders  of  the  controlling  corporation 
could  be  required  to  apportion  the  securities  or  proper- 
ties held  by  it  among  themselves  in  such  a  way  that  no 
one  should  have  an  interest  in  more  than  a  sin^e  part. 
Such  a  method  of  dissolution  might  not  immediately 
restore  competition,  but  it  would  at  least  render  com- 
petition possible  and  idtimately  probable.  Of  course, 
the  procedure  suggested  would  not  be  altogether  easy. 
There  might  be  bickerings  among  the  stockholders  as 
to  the  relative  values  of  the  several  constituent  parts, 
particularly  in  view  of  the  fact  that  such  values  after 
the  dissolution  of  the  combination  might  bear  a  different 
relation  to  one  another  from  those  obtaining  under  the 
combination.  If  the  court  or  the  administrative 
authorities  had  to  imdertake  the  task  of  valuing  the 
constituent  properties  for  the  purpose  of  such  dissolu- 
tion, much  expert  investigation  would  be  required. 
But  the  thing  is  quite  possible.  It  involves  little  more 
difficulty  or  more  likelihood  of  injustice  than  is  involved 
in  the  valuation  of  stocks  and  properties  of  constituent 
concerns  at  the  time  they  enter  a  combination.  The 
managers  of  the  trust  itself  could  be  required  to  take  the 
initiative  in  working  out  such  a  scheme  of  dissolution. 

I  do  not  propose  to  discuss  the  constitutionality  of 
such  a  procedure.  However,  the  increasing  liberality 
of  the  courts  in  putting  the  public  interest  above  the 
rights  of  property  seems  to  hold  a  promise  that  they 
would  go  even  thus  far.     If  some  injury  resulted  to 
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investors  from  such  a  plan  of  dissolution  as  I  have  sug- 
gested,  it  would  be  proper  to  remind  them  that  when 
they  entered  into  an  unlawful  combination,  or  bought 
its  securities,  they  knowingly  incurred  the  risk  of  loss 
through  government  intervention.  Surely  it  would  be 
strange  if  the  law  should  avail  to  fine  or  imprison  those 
who  form  a  corporate  combination  with  monopolistic 
intent,  and  yet  be  powerless  to  effect  a  real  dissolution 
of  such  a  combination. 

In  this  connection  it  is  worthy  of  note  that  the  decree 
of  the  Ck>urt  in  the  recent  Union  Pacific  case  did  not 
authorize  the  distribution  of  the  shares  of  the  Southern 
Pacific  Company  held  by  the  Union  Pacific  among  the 
stockholders  of  the  latter.  The  decree  declared  that 
such  stock  should  be  disposed  of  only  with  the  approval 
of  the  Court.  As  a  matter  of  fact,  a  large  block  of  the 
Southern  Pacific  stock  was  turned  over  to  the  Penn- 
sylvania Railroad. 

As  may  be  inferred  from  the  preceding  discussion,  I 
do  not  believe  any  important  measure  of  competition 
exists  today  among  the  companies  which  formerly  were 
controlled  by  the  Northern  Secmities,  oil,  and  tobacco 
combinations.  It  is  not  in  hiunan  nature  that  it  should 
exist  under  the  conditions.  Moreover,  there  is  no  out- 
ward evidence  that  competition  has  been  restored  as  a 
result  of  the  decrees  in  these  three  cases.  It  is  true 
that  a  very  active  campaign  of  advertising  has  recently 
been  conducted  by  the  companies  into  which  the 
tobacco  trust  was  divided,  but  this  does  not  necessarily 
mean  competition  among  them.  Even  in  the  days  of 
its  strongest  hold  on  the  trade,  the  American  Tobacco 
Company  was  a  great  advertiser,  both  for  the  purpose 
of  maintaining  the  popularity  of  its  brands  as  against 
outside  competitors  and  for  tibe  purpose  of  stimulating 
consumption. 
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We  must  conclude,  therefore,  that,  until  we  have 
tried  more  vigorous  measures  than  have  been  thus  far 
employed,  despair  as  to  the  possibility  of  restoring 
competition  among  the  constituents  of  a  trust  is 
unwarranted. 

Difficult  as  it  may  be  to  break  up  trusts  already 
formed  and  firmly  knit  together,  there  seems  no  serious 
difficulty  in  preventing  by  law  the  formation  of  new 
trusts.  Indeed,  it  is  noteworthy  that  since  the  govern- 
ment began  somewhat  actively  to  bring  proceedings 
under  the  Sherman  anti-trust  act,  almost  no  trusts  have 
been  organized.  If  a  proper  control  over  the  organiza- 
tion of  corporations  and  over  their  acquisition  of  prop- 
erty and  securities  were  exercised  by  the  states  and  by 
the  Federal  government,  the  attempt  to  organize  new 
trusts  could  be  nipped  in  the  bud.  Herein  lies  one  of 
the  strongest  arguments  for  the  creation  of  a  trade  com- 
mission with  power  over  corporations  engaged  in 
interstate  commerce. 

It  would  appear  from  the  preceding  discussion  that 
there  is  no  serious  difficulty  in  destroying  and  prevent- 
ing by  law  the  more  formal  pools  and  contracts  in 
restraint  of  trade,  or  in  preventing  the  formation  of  new 
trusts;  nor  even  any  insuperable  difficulty  in  effectively 
breaking  up  trusts  already  organized.  There  remains 
the  question  whether,  in  the  absence  of  formal  combina- 
tions and  contracts  in  restraint  of  trade,  those  of  an 
informal  character,  which  the  law  cannot  reach,  will 
persist  and  will  possess  the  power  seriously  to  injure  the 
pubhc.  It  is,  of  course,  impossible  to  compel  people 
to  compete,  in  the  sense  of  attempting,  by  the  lower- 
ing of  prices  or  otherwise,  to  get  all  the  trade  they 
can.  The  law  cannot  punish  concerns  each  of  which, 
without  any  written  or  oral  agreement,  takes  merely 
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the  business  which  comes  to  it  at  the  prices  which  it 
considers  fair. 

Those  who  believe  it  impossible  to  maintain  competi- 
tion in  modem  industry  urge  that  the  losses  from  unreg- 
ulated  competition  are  so  severe  that  business  men  and 
investors  will  do  everything  possible  to  escape  them. 
They  point  to  the  experience  of  the  railroads.  Rail- 
road rate  wars  often  reduced  the  competing  lines  to 
poverty  or  bankruptcy,  and  all  but  forced  them  into 
pools.  The  fierceness  of  railroad  competition  is  due 
primarily  to  the  fact  that  the  transportation  business 
is,  at  least  up  to  a  certain  point  in  density  of  traffic,  one 
of  increasing  returns.  This  tempts  each  company  to 
increase  its  business  at  almost  any  cost.  Moreover,  it 
is  impossible  for  the  railroad  to  withdraw  its  investment, 
however  improfitable  it  may  become.  It  is  urged,  that 
manufacturing  industries  in  which  large  fixed  capital  is 
required  present  substantially  similar  conditions  in  both 
respects.  To  the  manufacturing  establishment  with 
large  investment  in  plant,  the  fullest  possible  operation 
means  the  lowest  overhead  cost  per  unit  of  output.  In 
industries  not  requiring  much  fixed  capital,  it  is  possible 
for  the  competitor  to  withdraw  if  the  business  become 
unprofitable,  thus  setting  a  limit  to  the  disastrous  effects 
of  competition.  In  industries  with  large  fixed  capital, 
we  are  told,  it  is  impossible  for  any  one  to  withdraw. 
C(Hisequently,  the  concern  which  is  losing  most  from 
competition  will  continue  to  cut  prices,  in  the  hope  of 
gaining  enough  business  to  pay  expenses  and  prevent 
absolute  loss  of  the  investment.  Thus,  it  is  contended, 
the  business  of  all  competitors  often  becomes  unprofit- 
able, and  the  temptation  to  combine,  for  restoring  and 
maintaining  prices,  becomes  well-nigh  irresistible. 

If  the  conditions  were  as  serious  as  thus  depicted,  we 
should  feel  disposed  not  merely  to  give  up  the  struggle 
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to  maintain  competition  in  our  leading  industrieBi  but 
even  to  encourage  combination.  Persistent  loss  from 
excessive  competition  is  intolerable.  Among  well- 
informed  and  unbiased  observers,  there  has,  therefore, 
developed  a  stroi^;  feeling  in  favor  of  permitting  pooling 
and  community  of  interest  among  railroads. 

But  is  it  true  that  competition  in  manufactming 
industries  tends  ordinarily  to  such  extreme  lengths? 
Are  the  conditions  in  any  appreciable  number  of 
industries  closely  similar  to  those  in  railroad  transporta- 
tion ?     This  seems  to  me  not  proved. 

In  the  first  place,  in  most  industries,  the  relative 
importance  of  fixed  capital  is  much  lower  than  with  the 
railroads  and  other  public  service  industries.  The 
capital  investment  of  the  railroads  of  the  United  States 
is  between  four  and  five  times  as  great  as  their  gross 
annual  revenue.  The  capital  investment  of  the  gas 
companies  and  of  the  electric  light  companies  bears 
about  the  same  ratio  to  their  gross  earnings.  On  the 
other  hand,  in  manufacturing  industries  taken  as  a 
whole,  the  census  returns  show  a  capital  investment  less 
than  the  annual  value  of  product.^  Even  in  the  steel 
industry,  which  is  one  of  exceptionally  large  fixed 
capital,  the  reported  value  of  capital  only  slightly 
exceeds  the  annual  value  of  output.  The  statistics  on 
which  these  statements  are  based  are  not  altogether 
reliable,  but  they  do  show  approximately  the  true 
relations.  Again,  the  principle  of  increasing  returns  in 
the  case  of  railroads  extends  in  large  measmre  even  to 

1  Thia  statement  with  rogArd  to  maniif  aoturing  inductriee  is  based  upon  the  eensus 
of  1909,  which  stves  the  value  of  oapital  as  $18,428,000,000  and  the  value  of  produeta  as 
820.672,000,000.  The  latter  item  involves  much  duplication,  due  to  the  use  of  the 
products  of  one  plant  as  material  for  another;  but  it  is  proper  to  eompare  this  groaa 
value  with  thai  of  the  capital.  For  If  a  manuf aeturing  concern  shuts  down  in  order  to 
avoid  loss,  it  eliminates  its  entire  cost  of  materials,  whether  strictly  raw  materials  or  the 
partly  finished  product  of  other  manufacturing  concerns. 
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operating  costs;  this  is  seldom  true  of  manufacturing 
concerns.  For  these  reasons  to  reduce  the  output  of  a 
manufacturing  plant  when  prices  are  unfavorable  does 
not  in  most  cases  increase  unit  costs,  including  fixed 
charges,  to  any  such  extent  as  in  transportation. 
Finally,  in  railroad  competition  there  are  usually  only 
a  few  lines  involved.  Each  of  them  may  readily  have 
sufficient  capacity  to  handle  the  whole  competitive 
business.  In  most  manufactxuing  industries,  on  the 
other  hand,  plants  are  numerous.  The  individual  plant 
has  but  a  comparatively  small  fraction  of  the  total 
capacity.  Under  such  conditions  no  one  plant  can  by 
price  cutting  expect  to  increase  its  share  of  the  business 
in  any  such  proportion  as  the  railroad  can. 

For  these  reasons,  competition  of  a  really  destructive 
kind  is  much  less  likely  to  arise  in  manufacturing 
industries  than  in  railroad  transportation.  It  follows 
that  the  motive  for  combination  is  less  powerful  in  the 
former  than  in  the  latter.  There  are  many  manufactur- 
ing industries  today  in  which  we  find  neither  destructive 
competition  nor  combinations  in  restraint  of  com- 
petition. 

In  any  case,  even  tho  the  desire  to  suppress  competi- 
tion be  strong  among  business  men  in  manufacturing 
industries,  it  is  very  difficult  effectively  to  suppress  it 
when  combination  is  under  the  ban  of  the  law.  In- 
formal agreements  and  tacit  understandings  are  far  less 
effective  in  repressing  competition  than  the  more  formal 
and  definite  combinations  which  it  is  proposed  to  pro- 
hibit. It  is  not  easy  for  a  group  of  separate  concerns  to 
act  in  harmony,  to  refrain  from  competition.  This  is 
particularly  the  case  when  prices  are  at  a  high  level. 
If  each  concern  could  be  sure  that  its  competitor  was 
maintaining  prices  and  not  seeking  to  get  a  larger  pro- 
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portion  of  the  business,  tacit  combination  might  go  on 
peacefully.  But  the  temptation  to  shade  prices  and  get 
business  away  from  others  is  always  strong.  The  mare 
unfounded  suspicion  that  competitors  are  piumiing  this 
policy  often  leads  the  business  man  to  seek  to  protect 
his  toade  by  lowering  prices,  or  by  other  competitive 
measures.  If  once  the  bars  are  let  down  anywhere,  the 
whole  trade  is  likely  to  rush  into  the  field  of  active 
competition. 

The  history  of  combinations  in  the  past  is  full  of 
efforts  to  make  them  more  binding,  more  cohesive,  to 
prevent  more  effectively  the  internal  competition  that 
would  ever  break  forth.  Agreements  as  to  prices  were 
foimd  ineffective  without  systematic  measures  for 
dividing  output  or  profits.  Agreements  for  such  pool- 
ing of  business  or  profits  broke  down  unless  there  was 
efficient  machinery  for  enforcing  them,  backed  by  heavy 
penalties.  Despite  even  such  vigorous  methods,  many 
of  the  pools  were  not  strong  enough  to  prevent  competi- 
tion among  their  own  members.  It  was  largely  for  this 
reason  that  the  original  trust  form  of  organization,  and 
later  the  corporate  combination,  became  popular.  The 
difficulties  which  the  railroads  in  the  earlier  dajrs  en- 
countered in  their  efforts  to  suppress  competition  among 
themselves  are  well  known;  and  this  despite  the  fact 
that  their  mans^^ers  knew  the  peculiar  risk  of  heavy 
losses  from  rate  wars.  The  conditions  which  made 
competition  so  disastrous,  which  offered  such  an  incen- 
tive to  combination,  themselves  rendered  the  prevention 
of  competition  peculiarly  difficult.  No  doubt,  a  large 
majority  of  business  men  would  prefer  to  combine 
with  one  another  in  order  to  exact  h^  prices  from  the 
public.  It  has  already  been  suggested  that  if  combina- 
tion were  freely  permitted,  competition  would  very 
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likdy  be  eliminated  in  large  degree.  But  combination 
under  the  ban  of  the  law  is  a  very  different  thing  from 
combination  with  its  sanction. 

Those  who  hold  that  it  is  impossible  to  maintain 
competition  as  a  general  basis  of  business  are  called  on 
to  explain  the  fact  that  competition  does  exist  today 
in  a  lai^  proportion  of  the  field  of  production  and 
trade.  Many  as  are  the  more  formal  combinations, 
perhaps  even  more  numerous  the  informal  imderstand- 
ings  among  business  concerns,  there  are  wide  fields  in 
which  real  competition  exists.  Can  any  one  deny,  for 
example,  that  the  mining  of  bitmninous  coal,  or  the 
manufacture  of  cotton  goods,  of  boots  and  dioes,  of 
automobiles,  is  conducted  under  essentially  competitive 
conditions  ?  Is  not  the  same  true  of  a  laige  part  of  the 
wholesale  and  retail  merchandizing  ?  The  advantages 
of  combination  to  its  members  are  so  well  known  that 
we  should  expect  to  find  competition  practically  elim- 
inated everywhere,  were  it  not  for  the  real  difficulties 
of  eliminating  it. 

There  is,  therefore,  no  occasion  for  despair  as  to  the 
suppression  of  trusts  and  pools.  Monopoly  is  not 
inevitable.  Competition  in  manufacturing  and  mercan- 
tile business  is  not  so  destructive  as  to  force  combination. 
The  failure  of  some  of  the  so-called  trust  dissolutions  to 
restore  competition  is  no  proof  that  more  rational  and 
more  vigorous  methods  of  enforcing  the  law  would  also 
fail  to  do  so.  Competition  has  been  restored  in  some 
eases  where  monopoly  once  reigned.  In  many  impor- 
tant industries  competition  has  never  succumbed. 

Hence  we  can  consider  on  their  merits  the  relative 
advantages  of  trust  prohibition  and  trust  regulation. 
Our  choice  is  not  foreclosed  by  the  impracticability  of 
the  former.     Is  a  trust  regime  superior  from  the  stand- 
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point  of  efficiency  to  a  regime  of  competition  ?  Is  it 
possible  effectively  to  regulate  the  prices  and  profits  of 
trusts  ?  What  would  be  the  ultimate  consequences  of  a 
policy  of  regulation  ?  These  questions  remain  to  be 
discussed. 

E.  Dana  Durand. 
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DAVENPORT'S  ECONOMICS  AND  THE 
PRESENT  PROBLEMS  OF  THEORY 

SUMMARY 

I.  Davenport's  Eoonomios  is  in  the  direct  line  of  sucoession  of  the 
cliMBical  treatises  on  eoonomics,  417.  —  II.  The  book  essentially  classi- 
cal in  scope  and  method,  419.  —  III.  The  chief  departure  from  classical 
method  in  the  greater  significance  ascribed  to  the  entrepreneur,  422.  — 
IV.  Competing  concepts  of  maiginality:  contradictions  in  Davenport's 
usage,  424.  —  V.  Inadequacy  of  the  concept  of  value  as  a  mathematical 
ratio  for  the  analysis  of  the  problems  of  price  and  value  of  money,  430.  — 
VI.  Production  identified  with  acquisition,  437.  —  Bearing  of  this 
amalgamation  of  concepts  upon  the  problems  of  functional  and  personal 
d]strfl>ution,  438.  —  VII.  Social  implications  of  Davenport's  system  of 
economic  theory,  443. 

I 

Such  recent  writers  as  have  sought  to  reopen  theoret- 
ical controversies  have  commonly  manifested  a  desire 
to  change  the  scene  of  action,  thus  tacitly  implying 
that  nothing  new  could  come  from  a  renewal  of  the  old 
debates.  Sombart  and  Veblen  and  their  followers 
have  addressed  themselves  to  the  task  of  substituting 
for  the  accepted  mechanistic  economics  a  genetic 
science,  constructed  after  the  analogy  of  the  biological 
sciences.  Anderson  and  Cooley  and  other  social  value 
theorists  are  endeavoring  to  divert  the  attention  of 
economists  from  the  older  issues  to  an  examination  of 
the  forces  underlying  the  so-called  utility  curve,  which 
we  are  beginning  to  realize  is  not  a  utility  curve  at  all, 
but  a  curve  of  possible  choices,  or,  objectively  speaking, 
values.  No  such  treacherous  shifting  of  ground  appears 
in  Davenport's  Economics  of  Distribution.^    Davenport 

>  The  Eoonomios  of  Bnterprue.  By  Herbert  Joeeph  Dftvenport.  New  York. 
The  Meemflbn  Comimiiy.  1013.     544  pp. 
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takes  his  stand  in  the  center  of  the  ancient  field  (A 
controversy,  as  a  champion  of  the  law,  despite  his 
manner  of  grisly  revolutionary.  Once  more  we  pass 
in  review  the  familiar  doctrinal  antithesis  of  value  as 
ratio  and  value  as  substance;  cost  as  pain  and  cost  as 
opportimity  foregone;  margins  as  fixing  prices  and 
margins  as  fixed  by  price;  capital  as  productive  factor 
and  capital  as  distributive  cat^ory;  interest  dete^ 
mined  by  productivity  and  interest  determined  by  a 
discounting  process.  Once  more  we  are  to  subject  to 
analysis  the  nature  of  imputation,  and  to  examine  the 
bearings  of  complementarity  and  substitution.  The 
theory  of  entrepreneurship  and  profit  is  overhauled 
again,  as  are  also  the  theories  of  credit  and  crises.  This 
enimieration  of  problems  might  be  greatly  extended; 
but  it  is  already  clear  enough  that  we  have  in  Daven- 
port^s  book  a  remarkable  congregation  of  issues  that 
are  classical  but  are  still  far  from  being  closed.  And 
not  merely  by  nimiber  of  issues  raised  is  Davenport 
provocative  of  thought.  He  woos  his  reader  with  a 
club  more  often  than  with  soft  words;  accordingly  he 
forces  you  to  subject  to  re-examination  doctrines  you 
had  always  cherished  until  you  found  them  in  Daven- 
port's arsenal.  With  most  contributions  to  contem- 
porary economic  theory  one  agrees  or  disagrees,  and 
there  is  an  end  of  the  matter.  With  the  i^resent  book, 
whether  one  agrees  or  disagrees  the  matter  does  not 
end.  It  is  therefore  safe  to  say  that  a  generation  hence 
this  work  will  find  its  place  in  the  list  of  writings  with 
which  all  adepts  in  economic  theory  are  expected  to  be 
familiar.  And  it  is  also  safe  to  say  that  it  will  be  sub- 
jected to  the  same  merciless  exposure  of  inner  incon- 
sistencies by  which  authority  has  been  stripped  from 
the  great  writers  of  the  classical  period.  The  present 
paper  is  offered  as  an  early  contribution  to  this  antici- 
pated literature  of  exposure. 
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II 

The  title  of  Professor  Davenport's  book,  the  Economr 
icB  of  EnterpriMy  is  intended  to  express  succinctly  the 
author's  conception  of  the  problem.  '^  Enterprise  " 
ognifies,  not  a  definite  part  of  the  economic  life  of  the 
present,  but  essentially  the  whole  of  the  current  system. 
The  justification  for  such  an  extension  of  the  meaning 
of  enterprise  is  to  be  found,  if  at  all,  in  the  dominant 
position  of  the  entrepreneur  in  modem  economic  life. 
Entrepreneurship  in  Davenport's  sense  is  a  very  broad 
term;  it  covers  the  activities  of  "  the  independent, 
unemployed  manager;  the  one  who  carries  the  risks 
and  claims  the  gains  of  the  enterprise  "  (p.  67).  Every 
person  who  buys  goods  or  services  for  the  purposes  of 
production  or  sale,  or  who  employs  his  own  goods  or 
physical  powers  in  production  for  sale,  or  even  for  his 
own  consumption,  is  thus  an  entrepreneur.  Wherein, 
then,  does  the  economics  of  enterprise  differ  from  plain 
economics  ?  Evidently  in  that  the  former  does  not 
concern  itself  with  economic  life  in  times  or  places  in 
which  production  for  sale  is  unknown,  or  at  least 
exceptional.  In  so  far  the  substitution  of  "  economics 
of  enterprise  "  for  ''  economics  "  is  merely  a  formal 
gain.  Classical  and  neo-classical  economists  have 
made  few  incursions  into  primitive  life;  and  there  is 
little  ground  for  supposing  that  such  incursions  will  be 
more  mmierous  in  the  future.  There  was  no  pressing 
need  for  Davenport's  flaming  sword  to  keep  us  out  of  so 
laborious  an  Eden. 

In  one  further  respect  the  choice  of  title  serves  to 
restrict  the  field  of  economic  analysis.  Any  realities 
that  lie  behind  the  phenomena  of  exchange  value  are 
unknowable  to  the  entrepreneur  and  hence  to  the  eco- 
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nomics  of  enterprise.  The  calculations  of  the  entre- 
preneur can  at  best  take  such  realities  for  granted.  An 
excellent  example  of  these  irrational  realities  is  the 
standard  of  living.  A  favorite  mode  of  disposing  of 
the  standard  of  living  is  to  treat  it  as  a  force  affecting 
the  supply  of  labor,  and  hence  affecting  wages,  or,  ac- 
cording to  the  more  recent  formula,  affecting  produc- 
tivity immediately  and  wages  ultimately.  This  is  all 
that  Davenport  is  able  to  make  of  the  standard  of  liv- 
ing (c/.  pp.  2, 450-452)  and  it  is  all  that  the  majority  of 
economic  writers,  including  the  reviewer  himself,  have 
ever  made  of  it.  And  yet  are  we  not  aware  of  the  fact 
that  in  most  bargaining  for  labor  there  is  a  considerable 
margin  between  seller's  minimuni  and  buyer's  maxi- 
mum, and  that  the  course  of  the  negotiations  is  likely 
to  be  affected  by  even  the  personal  appearance  of  the 
worker  ?  In  domestic  service,  for  example,  one  appli- 
cant for  a  position  carries  herself  like  a  duchess,  and  on 
first  sight  of  her  the  employer's  maximum  tends  to  rise. 
Another  carries  herself  like  an  abject  serf ;  unconsciously 
the  employer  shears  a  considerable  fraction  off  the 
maximum.  Is  it  not  a  plausible  hyi)othesis  that  the 
collective  stiffening  of  the  necks  of  laborers  which  a 
rising  standard  implies  must  have  an  immediate  effect 
upon  the  terms  of  distribution  ?  But  even  if  we  could 
be  certain  that  the  standard  of  living  operates  only 
through  its  effect  upon  supply  of  labor,  we  should  not 
be  absolved  from  the  necessity  of  iifvestigating  the 
nature  of  the  standard  and  the  forces  that  cause  it  to 
rise  or  sink. 

Again,  there  are  phenomena  in  the  fidd  of  commodity 
values  for  which  the  economics  of  enterprise  can  offer 
only  a  formal  solution  that  advances  the  inquiry  prac- 
tically not  at  all.  On  Chesapeake  Bay,  thirty  years 
ago,  sturgeon's  roe  sold  at  five  cents  a  pound;  today 
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the  same  material  is  sent  to  France,  where  it  is  properly 
sophisticated  and  artistically  packed  for  its  return  to 
this  country  as  caviar,  worth,  perhaps,  ten  dollars  a 
pound.  Of  course  every  one  knows  that  the  rise  in 
value,  so  far  as  it  is  not  due  to  exhaustion  of  sources 
and  to  cost  of  preparation,  must  be  ascribed  to  the 
extraordinary  vogue  of  caviar  as  an  article  of  fashionable 
consumption.  The  chief  part  of  a  scientific  explanation 
of  the  rise  in  price  of  sturgeon's  roe  consists  obviously 
in  setting  forth  the  origin  of  the  vogue  of  caviar,  the 
circumstances  in  which  it  developed,  the  limitations 
under  which  it  now  stands.  We  may,  of  course,  trans- 
late the  problem  into  terms  of  an  equilibrium  of  demand 
and  supply,  or  into  the  more  seductive  terms  of  a 
balancing  of  utility  and  cost,  but  such  translation  sheds 
not  the  least  light  upon  the  real  problem  of  the  rise  in 
price  of  caviar. 

In  limiting  himself  to  the  field  of  the  economics  of 
enterprise,  Davenport  thus  excludes  from  his  purview 
all  the  problems  of  value  and  distribution  that  are 
refractory  to  the  supply  and  demand  analjrsis,  that 
persist  in  all  their  original  perplexity  despite  their 
subjugation  under  supply  and  demand  equations. 
In  the  work  under  review  such  problems  are  deliber- 
ately excluded,  as  in  the  classical  system  they  were 
automatically  excluded  by  the  limitations  of  the  method 
of  analysis.  Doubtless  the  classical  economists  believed 
that  the  problems  excluded  are  of  less  practical  impor- 
tance than  the  problems  to  which  their  method  is  appli- 
cable; and  this,  one  suspects,  is  Davenport's  view. 
This  question  of  relative  importance,  however,  is  one 
that  is  not  easily  settled.  We  have  heard  much  in 
recent  years,  from  Professor  Veblen  and  his  followers, 
(A  !!the  futility  of  the  "  taxonomic  "  treatment  of  eco- 
nomic problems.     We  have  also  heard  much  of  the 
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other-worldly  character  of  the  '^  genetic  "  economics  of 
the  Veblen  school.  The  controverEfy  has,  however, 
hardly  passed  beyond  the  stage  of  mutual  recrimina- 
tion. Accordingly  we  may  most  safely  content  ourselves 
with  the  recognition  that  neither  method  appears  to  be 
adequate  to  the  solution  of  all  problems  classed  as 
economic  by  universal  consent. 


Ill 

It  has  already  been  indicated  that  Davenport's 
economics  falls  into  the  same  category  with  the  classical 
and  the  Austrian,  as  to  both  scope  and  method.  In  so 
far  as  it  presents  a  variation  upon  the  classical  method, 
this  consists  in  its  faithful  observance  of  a  self-imposed 
rule  that  all  economic  phenomena  must  be  viewed 
from  the  entrepreneur's  angle  of  vision.  Hence  a 
quite  special  emphasis  upon  price,  rather  than  upon 
value;  upon  entrepreneur's  costs,  rather  than  upon 
"  subjective  "  or  "  social "  costs;  upon  capital  as  an  ac- 
quisitive category  rather  than  as  a  productive  factor. 
Primary  importance  is  everjrwhere  assigned  to  pecuniary 
relations,  while  technological  relations  are  rel^^ted  to 
a  subordinate  position.  All  this  is,  of  course,  in  accord 
with  the  trend  of  orthodox  economics.  But  orthodox 
economics  never  attained  the  degree  of  conscious  con- 
centration upon  its  final  purpose  that  has  been  achieved 
by  Davenport. 

In  classical  and  neo-classical  economics,  entrepre- 
neurship  has  figured  chiefly  as  a  pervasive  reality  which, 
once  admitted  in  the  premises,  may  then  be  dropi)ed 
from  the  field  of  vision.  In  every  labor  contract,  in 
every  arrangement  for  the  borrowing  of  capital  or  the 
purchase  or  sale  of  commodities,  entrepreneurship  has 
been  assumed  to  be  functioning.     Yet  in  the  more 
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logical  systems,  as  for  example,  that  of  Professor  Clark, 
the  function  of  the  entrepreneur,  unlike  those  of  the 
laborer  and  capitalist,  may  be  exercised  without  reward, 
and  would  necessarily  be  exercised  without  reward  in  a 
state  of  perfect  competition.  It  has  been  recognized 
that  the  choices  of  the  entrepreneur  set  the  whole 
productive  mechanism  in  motion.  But  these  choices, 
according  to  the  usual  view,  are  m^*e  matter  of  calcula- 
tion, and  involve  no  element  of  will  or  of  feeling.  An 
entrepreneur  is  offered,  for  one  dollar,  material  that 
promises  to  be  worth  two  dollars  in  the  conduct  of  his 
enterprise.  He  chooses,  indeed,  to  take  it;  but  the 
choice  is,  in  a  sense,  determined.  The  entrepreneur's 
existence  as  an  economic  man  depends  upon  his  accept- 
ance of  every  opportimity  to  better  himself,  even  in  the 
least  degree,  by  his  choices.  Accordingly,  it  is  not  to 
the  choices  themselves  that  orthodox  economics  looks 
for  an  explanation  of  price  changes,  but  to  the  forces 
that  determine  the  respective  magnitudes  of  the  items 
offered  for  choice.  Davenport  manifests  a  tendency 
to  infuse  a  more  substantial  existence  into  the  entre- 
preneur. In  his  earlier  work,  Value  and  Distribution, 
as  well  as  in  later  writings,  he  has  defended  the  doctrine 
that  the  margin  of  significance  in  price  determination 
is  not  an  ''  instrument  margin,"  but  an  "  entrepreneur 
margin."  It  is  not  the  cost  of  wheat  on  marginal  land, 
but  the  cost  of  wheat  to  the  marginal  entrepreneur 
that  stands  in  the  most  intimate  relation  to  price.  We 
find  a  reminiscence  of  this  doctrine  on  pages  80-81, 
where  it  is  asserted  that  all  margins  are  personal.  As 
'^  marginality "  is  here  defined  to  be  nothing  but 
choice,  the  position  is  impregnable.  No  one  supposes 
that  land  or  instruments  make  choices  for  themselves. 
It  is  another  question  whether  marginality  so  defined 
is  a  concept  that  can  serve  any  useful  purpose  in  eco- 
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nomic  theory.  It  is  to  be  noted  that  wherever  Daven- 
port makes  practical  use  of  the  concept  of  marginality, 
he  passes  beyond  entrepreneur's  choices  to  the  circum- 
stances determining  them.  If,  on  page  80,  margins 
are  declared  to  be  personal,  on  page  82,  where  margins 
are  used  for  purposes  of  explanation,  they  are  not  per- 
sonal margins  at  all,  but  good  neo-classical  land  margins 
and  instrument  margins.  Accordingly  it  still  remains 
to  be  proved  that  the  entrepreneur  ought  to  be  given  a 
more  active  rdle  than  that  entrusted  to  him  by  orthodox 
theory.  In  spite  of  himself,  Davenport  leaves  the 
entrepreneur  without  effective  discretion.  The  eco- 
nomics of  enterprise  remains  pure  economics. 


IV 

When  Austrian  value  analysis  first  came  into  vogue 
the  loyal  adherents  of  the  classical  school  attacked  it 
vigorously  on  the  ground  that  an  exaggerated  potency 
in  value  determination  was  ascribed  to  margins.  Every 
student  can  recall  Professor  Macvane's  declaration  that 
value  determines  marginal  utility,  instead  of  being  de- 
termined by  it.  A  similar  opinion,  but  extended  to 
all  margins,  is  voiced  by  Davenport:  "  The  margins 
are  the  points  at  which,  and  not  by  which,  the  price  is 
fixed;  all  items  of  supply  and  all  items  of  demand  are, 
actually  or  potentially,  equally  causes  in  the  adjust- 
ment" (p.  54).  The  same  idea  is  expressed  in  its  most 
general  terms  on  page  95.  '^  The  total  situation  is 
directive  of  each  individual  in  it."  It  finds  concrete 
expression  in  the  conundrum  (p.  95) :  let  one  imagine 
himself  jiunping  "  on  a  crowded  raft  and  sinking  with 
it;  does  he  sink  the  others,  or  do  they  sink  him  7  " 
Davenport's  own  solution  is  evidently  that  the  total 
situation  sinks  the  raft,  in  spite  of  the  fact  that  most 
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of  the  total  situation  floated  very  well  until  the  irre-. 
sponsible  marginal  man  dropped  upon  it. 

And  yet  there  is  obviously  some  justification  for  this 
attack  upon  marginal  causation.  The  price  of  wheat 
may  conceivably  rise  so  high  that  women  will  glean  the 
fields  for  ears^  as  in  the  days  of  Ruth.  And  will  it  be 
said  that  the  high  price  of  bread  is  fixed  hy  the  cost  of 
gleaning  ?  Or  will  it  be  said  that  prices  are  fixed  at  the 
cost  of  gleaning  ?  Either  proposition  is  harmless  and 
futile.  The  true  explanation  of  the  high  price  will  run 
in  terms  of  over-crowded  population  or  exhausted  land, 
drouth  or  flood,  war  or  pestilence.  Or,  as  Davenport 
would  say,  in  terms  of  the  ''  total  situation." 

It  follows,  then,  that  if  margins  have  any  significance 
in  price  determination,  this  significance  must  be  derived 
from  the  facts  of  economic  life,  not  from  arbitrary  pre- 
mises. Would  a  reduction  in  the  price  of  wheat  result 
in  the  abandonment  of  a  few  stony  hill-tops  that  added 
merely  a  negligible  increment  to  supply,  or  would  it 
result  in  the  withdrawal  of  a  vast  acreage  from  wheat 
cultivation,  and  thus  force  the  price  back  to  its  old 
level,  or  near  it  ?  If  the  latter,  there  is  such  a  thing  as 
effective  marginality  of  land,  land  that  will  command 
its  price,  or  wreak  vengeance  upon  the  price  structure. 
Effective  marginality  is,  of  course,  very  far  from  a  device 
adequate  to  the  explanation  of  all  persistence  of  price 
levels;  but  that  it  is  an  extremely  important  part  of 
such  explanation  no  one  would  deny.  Davenport  him- 
self makes  very  frequent  use  of  the  principle.  Prices, 
he  tells  us  (p.  70),  "  are  influenced  by  cost  by  virtue  of 
the  fact  that  there  are  always  enou^  marginal  men  in 
any  competitive  production  to  bring  about  a  reduction 
of  the  supply,  if  the  relative  advantages  of  the  industry 
appear  likely  to  suffer."  That  is,  whatever  influence 
upon  prices  is  exerted  by  cost  of  production  is  exerted 
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through  marginality.  In  the  light  of  this  broad  doc- 
trine,  what  are  we  to  say  of  the  principle  that  prices  are 
fixed  at  the  margin,  not  hy  the  margin  ? 

It  is  because  of  an  unexpressed  desire  to  rest  his 
analysis  upon  effective  margins  that  Davenport  empha- 
sizes opportunity  cost,  rather  than  subjective  and  abso- 
lute cost.  The  last  hour  of  work  in  a  cotton  mill  may 
be  so  irksome  as  just  to  balance  the  wages  earned  in 
that  hour.  Here  then  is  marginal  labor.  Cut  wages, 
and  possibly  the  workers  will  demand  a  reduction  of 
the  working  day,  solely  for  the  purpose  of  escaping  this 
unremunerative  hour.  The  case,  however,  lacks  verisi- 
militude. Not  so  with  another  hypothetical  case. 
Let  us  say  that  many  of  the  workers  are  earning  barely 
enough  to  keep  them  from  deserting  to  other  employ- 
ments. Cut  wages,  and  they  desert.  The  last  and 
most  painful  hour  to  all  the  workers  may  be  called 
marginal  labor,  but  it  is  practically  devoid  of  potency 
for  controlling  wages  or  prices.  The  labor  of  men  on 
the  point  of  changing  their  employment  may  also  be 
called  marginal  labor.  This  has  an  obvious  potency 
for  the  control  of  prices  and  wages. 

The  case  is  similar  with  utility  margins.  To  say  that 
price  is  determined  by  marginal  utility,  or  that  it  meas- 
ures marginal  utility,  is  of  course  meaningless.  If  by 
marginal  utility  is  meant  the  least  satisfaction  that  is 
actually  derived  from  the  consumption  of  a  good,  the 
proposition  is  untrue.  A  corporation  magnate  often 
gets  less  satisfaction  out  of  a  Carolina  Perfecto  than  a 
coal  heaver  gets  out  of  a  Henry  George.  Let  cigars 
rise,  and  it  is  the  Henry  George  that  is  sacrificed,  the 
greater  utility,  not  the  less.  Davenport,  to  be  sure, 
offers  no  such  attack  as  the  above  on  mai^inal  utility 
as  a  determinant  of  price.  According  to  his  philosophy, 
we  can  know  nothing  of  the  satisfactions  of  either 
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corporation  magnate  or  coal  heaver.  But  the  rest  of 
us,  realizing  our  common  humanity,  are  sure  we  can 
know. 

But  if  marginal  utilities  in  their  absolute  character 
are  either  unknowable  or  of  no  price^determining 
potency,  the  same  is  not  true  of  relative  marginal 
utilities,  as  Davenport  calls  them,  or  subjective  values, 
as  they  are  called  by  economists  who  refuse  to  identify 
value  with  ratio  in  exchange.  The  coal  heaver  may 
not  be  able  to  tell  us  how  much  satisfaction  he  derives 
from  a  Henry  George,  but  he  can  tell  us  how  much 
more  satisfaction  he  derives  from  it  than  from  a  glass 
of  milk.  It  is  these  relative  utilities  or  values  alone 
that  count  in  making  up  the  demand  ciu*ve.  Of  these 
it  may  properly  be  said  that  some  are  marginal.  And 
here  again  we  have  the  distinction  between  a  margin 
that  is  determined  by  price  and  a  margin  that  may 
determine  price.  Let  the  price  of  bread  rise,  and  some 
of  us  may  merely  tighten  our  belts  and  murmur. 
Others  of  us  will  eat  potatoes  or  corn-meal  porridge. 
Here  are  two  margins,  and  it  is  a  question,  not  of  logic 
but  of  fact,  which  counts.  There  can  be  little  doubt 
that  it  is  the  latter,  or  margin  of  substitution,  that  is 
chiefly  significant  in  price  determination. 

We  have,  then,  two  conceptions  of  marginality,  one 
of  which  may  be  described  as  logical,  the  other  as 
effective.  Logical  marginality  may  attach  to  any  unit 
of  supply  or  any  imit  of  demand;  effective  marginality 
attaches  to  particular  imits,  determinable  by  fact  and 
circumstance.  Recurring  to  Davenport's  analogy  of 
the  raft,  the  mathematician  may  safely  indulge  himself 
in  curious  speculation  as  to  whether  it  is  the  last  man 
who  sinks  the  raft,  or  the  first  man,  whose  presence  so 
burdens  the  raft  that  the  last  man  will  sink  it.  This  is 
not  the  sort  of  speculation  that  men  indulge  in  when  in 
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the  presence  of  an  emergency.  The  first  man  on  the 
raft  rejoices  in  its  excess  canying  capacity  and  is  quite 
unconcerned  about  his  own  weight.  He  welcomes  a 
second  for  his  companionship,  and  a  third.  With  ten 
on  the  raft  an  additional  recruit  is  viewed  with  anxiety; 
with  fifteen,  the  sixteenth  man  is  regarded  with  hostil- 
ity; and  88  to  the  fatal  seventeenth,  if  he  is  not  shot  or 
clubbed  to  death  before  he  gets  on  board,  it  is  because 
none  of  the  others  have  weapons.  And  similarly,  when 
we  debate  the  restriction  of  immigration,  we  do  not 
dissolve  into  philosophical  inquiries  as  to  whether  it  is 
the  new  increment  to  the  population,  or  the  population 
already  here,  or  the  total  situation,  that  reduces  wages. 
We  strike  at  the  effective  margin,  and  thus  defend  our 
standard  of  life. 

It  is  not  to  be  denied  that  the  mai^in  as  a  premise  of 
formal  logic  may  for  certain  theoretical  purposes  be 
more  available  than  the  effective  margin.  The  formulae 
of  mathematical  economics  do  unquestionably  illumi- 
nate the  problems  of  price  and  these  formulae  can  have 
nothing  to  do  with  effective  margins.  All  that  mathe- 
matical economics  needs  is  intersecting  ciurves;  on  this 
basis  it  can  establish  the  equilibria  that  are  its  sole 
ends.  Even  here,  be  it  noted,  margins  are  by  no  means 
the  fiy  on  the  wheel,  buzzing  '^  what  a  dust  I  raise,"  as 
Davenport  would  have  us  believe  (p.  95).  Total 
demand  set  against  total  price  can  give  a  determinate 
price  only  by  virtue  of  the  intersection  of  curves,  or  in 
other  terms,  by  the  establishment  of  margins.  Say 
that  in  the  theoretical  horse  market  six  buyers  appear, 
each  with  a  maximum  of  $200  that  he  will  pay  rather 
than  fail  of  securing  a  horse;  six  sellers  appear,  each 
with  a  reserve  price  of  $100.  Total  demand  will  evi- 
dently equal  total  supply,  but  what  will  the  price  be  ? 
All  that  we  can  say  is  that  it  will  be  above  $100  and 
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below  $200.  There  cannot  be  even  a  mathematical 
solution  of  the  problem  of  price  without  the  assumption 
of  a  margin  of  greater  significance  than  Davenport's 
analysis  establishes. 

Mathematical  economics^  as  Professor  Schumpeter 
showed  clearly  in  his  Wesen  und  HauptinhaU  der 
Oiearetischen  Natianaldkarunnie,  has  nothing  to  say  on 
questions  of  action.  It  is  most  successfully  cultivated 
by  those  who  have  the  most  shadowy  interest  in  practi- 
cal affairs.  Davenport  is  not  of  this  number;  his  sole 
object  in  writing  of  economic  theory  is  to  provide  a 
more  general  basis  for  practical  judgment  than  detailed 
study  of  concrete  problems  can  afford.  Hence  his 
attitude  toward  the  marginal  concept  of  mathematical 
economics,  which  he  introduces  only  for  the  purpose 
of  displaying  his  aversion  to  it.  Effective  margins  he 
employs  persistently  and  successfully,  without,  how- 
ever, recognizing  them  explicitly  as  such  or  establishing 
satisfactorily  his  right  to  employ  them,  in  view  of  his 
criticism  of  the  general  principle  of  marginality. 

Altho  Davenport  makes  frequent  use  of  the  principle 
of  effective  marginality,  his  reluctance  to  recognize  it 
has  seriously  handicapped  him  in  his  analysis  of  its 
consequences.  The  classical  economists,  and  many  of 
their  present  day  disciples,  have  made  much  of  the 
distinction  between  price-determined  and  price-deter- 
mining items  of  outlay,  or  incomes.  Davenport  rejects 
the  distinction.  The  mathematical  economist,  dealing 
with  margins  only  as  logical  premises,  is  justified  in 
rejecting  this  distinction.  The  economist  who  employs 
the  principle  of  effective  margins,  and  seeks  to  establish 
a  basis  for  practical  action,  is  not  so  clearly  justified  in 
{ejecting  it.  As  it  is  by  virtue  of  effective  marginality 
that  factors  in  production  exert  an  active  influence  in 
price  determination,  it  follows  that  factors  not  in  a 
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position  of  margmality  can  exercise  no  active  influence. 
The  cranberry  bog  that  can  be  used  for  nothing  else 
cannot  hold  up  the  consumer  of  cranberries  for  its  rent. 
If  it  yields  a  rent,  this  is  because  other  circumstances 
fix  a  price  which  makes  possible  the  payment  of  rent. 
It  IS  sufficiently  clear  that  no  broad  category  of  incomes, 
such  as  rents  in  general  or  interest  or  wages  in  general, 
is  to  be  regarded  as  price  determined  or  price  determin- 
ing. Practically  every  class  of  incomes  that  can  be 
named  consists  of  a  mass  of  price-determined  income, 
protected,  as  it  were,  by  a  vanguard  of  price-determin- 
ing income.  If  the  vanguard  is  weak,  taxation  or  other 
encroaching  forces  may  with  a  fair  degree  of  impunity 
make  inroads  upon  the  mass  of  price-determined  income. 
That  Davenport  draws  practical  conclusions  from  the 
principle  of  price-determined  income,  in  spite  of  his 
repudiation  of  it,  is  indicated  by  his  enthusiastic  es- 
pousal of  the  policy  of  confiscating  ground  rent  (p.  496). 


''  The  market  value  of  any  given  thing  is  the  exchange 
rdation  in  which,  quantitatively  stated,  it  stands  to 
some  other  one  thing,  quantitatively  stated  "  (p.  236). 
Thus  does  Davenport  introduce  his  discussion  of  value, 
and  with  only  a  edip  here  and  there,  holds  resolutely  to 
this  definition  throughout.  It  is  the  familiar  classical 
concept  of  value  as  a  ratio,  and  the  fact  that  it  has 
satisfied  the  demands  of  so  many  keen  thinkers,  and 
has  served  as  a  basis  for  so  vast  a  volume  of  fruitful 
analysis,  will  justify  its  continued  use. 

There  is,  however,  another  concept  of  value,  which 
has  gained  a  considerable  d^pree  of  currency  in  recent 
years.  This  is  the  quantitative  concept  of  value, 
according  to  which  value  is  a  quality  infused  into  an 
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object  by  men's  needs  or  purposes,  measurable  by  its 
control  over  the  action  of  the  ordinary  individual,  or 
possibly  over  the  action  of  society.  To  those  who 
define  value  in  relative  terms,  the  fact  that  two  objects 
exchange  on  even  terms  is  final  proof  that  at  this  partic- 
ular time  and  place  the  two  values  are  equal.  To 
those  who  define  value  in  quantitative  terms,  the  facts 
of  a  single  exchange  may  signify  nothing  as  to  values. 
True,  there  is  a  tendency  for  exchange  ratios  to  assimir 
late  themselves  to  values;  but  the  assimilation  is  a 
process  requiring  time.  It  is  obvious  enough  that  we 
have  in  these  competing  value  concepts  another  instance 
of  the  differences  in  method  between  the  mathematical 
and  the  realistic  economists.  Our  author  chooses  to 
enroll  himself  with  the  former  school,  exercising  therein 
a  liberty  that  it  is  indefeasibly  his  right  to  exercise. 

It  is  not,  however,  too  much  to  say  that  Davenport 
transcends  this  sphere  of  personal  rights  when  he  asserts 
that  value  cannot  be  a  quantity.  Value  as  defined  by 
himself  cannot  be,  and  this  is  about  all  his  criticism  of 
the  quantitative  concept  amounts  to  (c/.  pp.  242  et  aeq.). 
So  far  as  he  goes  beyond  this  impregnable  position,  it 
is  to  dwell  upon  the  difficulty  of  finding  an  imvarying 
measure.  "  What  does  it  mean  to  assert  that  a  horse 
in  America  has  less  value  than  a  horse  in  China  " 
(p.  241)  ?  It  does  mean  something,  and  the  proof  of  it 
is  that  in  China  a  man  who  owns  a  horse  is  numbered 
among  the  lords  of  the  earth,  while  a  man  who  owns  a 
horse  in  Missouri  may  be  a  negro  farm  hand.  Was 
decent  burial  of  greater  value  in  ancient  Greece  than 
in  modem  Greece  ?  To  be  sure  it  was,  and  the  proof 
of  it  is  that  a  man's  kin  would  give  their  lives  to  pre- 
serve his  dead  body  from  the  birds  and  dogs,  and  be 
coimted  heroes  for  it.  In  modem  Greece  an  Antigone 
would  be  shut  up  in  a  lunatic  asylum. 
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But  Davenport  urges  that  weight  can  be  measured 
only  with  reference  to  a  heavy  object;  heat  with  refer- 
ence to  an  object  that  is  hot.  And  the  inference  is 
that  value  can  be  measured  only  with  reference  to  a 
valuable  object.  Now,  values  are  ever  changing; 
measurement  is  therefore  uncertain.  Let  us  remember, 
however,  that  the  race  —  and  the  individual  —  first 
learned  about  weight  through  lifting  objects,  and 
became  alive  to  heat  through  the  burning  of  fingers; 
and  there  are  still  millions  of  persons  who  have  no  more 
scientific  methods  of  determining  weight  and  heat  than 
inmiediate  experience.  The  negro  in  Africa  knows  that 
a  bag  is  heavy  either  by  lifting  it  or  by  observing  other 
men's  bending  backs  and  trembling  knees.  All  that 
can  justly  be  said  in  criticism  of  the  concept  of  value  as 
quantity  is  that  we  have  no  more  reliable  measure  of  it 
than  inmiediate  experience  or  observation  of  the 
behavior  of  other  persons.  But  certainly  value  may 
be  conceived  as  a  quantity  in  spite  of  this  inconvenience 
of  measurement,  just  as  weight  is  weight  in  equatorial 
Africa,  and  bends  backs  and  stiffens  joints  as  effectively 
as  if  every  African  were  an  official  sealer  of  weights  and 
measures. 

Davenport's  refutation  of  the  quantitative  value 
concept  consists,  then,  partly  in  a  begging  of  the  ques- 
tions at  issue,  partly  in  a  substitution  of  the  ratio  cog- 
noacendi  for  the  ratio  eaaendi.  These  are,  of  course,  well 
tried  and  highly  valued  weapons  of  economic  contro- 
versy, and  it  would  be  unfair  to  Davenport  to  deny 
him  the  use  of  them.  The  real  test  of  a  concept  is, 
after  all,  pragmatic.  If  the  relative  concept  of  value  is 
adequate  to  all  the  purposes  of  economic  analysis,  this 
is  all  that  is  needed  to  cut  the  ground  from  under  any 
competing  concept.  For  of  no  other  concept  of  value 
can  it  be  said  that  it  alone  is  adequate  to  all  theoretical 
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needs.  As  Davenport  has  not  attempted  to  establish 
the  universal  adequacy  of  his  value  concept,  it  is  clearly 
no  part  of  the  reviewer^s  duty  to  carry  the  inquiry  into 
fields  not  falling  within  the  boundaries  of  the  system 
under  review.  It  is,  however,  pertinent  to  inquire  how 
far  the  concept  meets  the  requirements  of  Davenport's 
own  system. 

Of  Uie  concepts  bearing  upon  value  and  price,  Daven* 
port  explicitly  admits  (1)  total  utility;  (2)  marginal 
utility  —  "  desiredness "  (p.  86);  (3)  cost,  conceived 
essentially  in  terms  of  opportunity  foregone,  hence  in 
utility  terms;  (4)  value,  equivalent  to  ratio  in  exchange; 
(5)  price,  a  special  form  of  value  as  above  defined. 
There  is  further  mention  of  the  concept  *'  relative 
marginal  utility  "  (p.  93)  and  a  reluctant  acceptance 
of  the  fact  that  it  is  only  through  ''  relative  marginal 
utility  "  (subjective  value)  that  either  total  utility  or 
marginal  utility  can  have  anything  to  do  with  price. 

That  this  concept  of  "  relative  marginal  utility  "  is  of 
more  importance  in  Davenport's  system  than  his 
cursory  mention  of  it  would  suggest  is  easily  established. 
Price  determination  is  a  matter  of  equation  of  demand 
and  supply,  and  this  signifies  graphically  an  intersection 
of  the  curves  of  demand  price  and  supply  price.  Now, 
what  are  the  elements  that  figure  in  these  curves  ? 
Marginal  utilities  ?  Davenport  would  be  the  last  to 
accept  this  view.  Ratios  of  exchange  ?  Except  for 
one  particular  point  in  the  curve,  they  are  ratios  at 
which  exchange  does  not  take  place. 

It  is  open  to  the  author  to  say  that  his  curves  of 
demand  and  supply  are  constructed  upon  a  basis  of 
relative  marginal  utilities,  or  relative  desiredness.  The 
only  exception  that  can  be  taken  to  such  a  disposition 
of  the  matter  is  the  cumbersomeness  of  the  terms. 
What  they  cover  is  a  quality,  quantitatively  measurable, 
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capable  of  expression  in  intelligible  terms.  This  is  the 
quality  that  is  termed  Wer^  or  value  by  the  theorists 
who  treat  value  as  a  quantity.  It  is  the  assertion  of 
these  theorists  that  ratios  of  exchange  cannot  be 
explained  without  reference  to  it.  This  claim  Daven- 
port appears  to  reject  in  principle,  but  concedes  in 
practice. 

Why  should  we  not  confine  the  term  value  to  ratio 
in  exchange,  and  adopt  the  term  '^  relative  marginal 
utility"  to  describe  the  quantitative  value  concept, 
thus  ending  all  the  controversy  that  now  makes  warring 
schools  of  otherwise  like-minded  men  7  Value  as  ratio 
of  exchange  comes  into  existence  only  when  exchanging 
actually  takes  place.  I  set  out  to  buy  a  horse;  the 
horse  as  yet  has  no  value;  at  the  instant  of  '^  meeting 
of  minds  "  between  the  seller  and  me,  the  horse  has  a 
value  of  $200;  but  the  next  instant,  it  is  again  valueless. 
If  at  any  time  all  men  should  become  so  well  satisfied 
with  the  things  they  have  that  no  exchanging  could 
take  place,  all  values  would  disappear.  There  are,  as 
we  know,  economists  who  thus  ride  their  value  concept 
into  the  very  jaws  of  annihilation.  It  is  no  great  loss, 
in  view  of  the  fact  that  the  concept  has  never  been  the 
private  property  of  any  language,  and  never  will  be. 

But  a  more  serious  objection  is  that  such  a  terminol- 
ogy leads  to  the  assumption  that  analysis  has  reached 
rock  bottom  when  it  is  really  resting  upon  quaking  mud. 
Relative  marginal  utility  —  what  can  appear  more 
solid  than  this  ?  In  reality,  however,  it  is  a  substance 
partly  of  feeling,  partly  of  judgment,  containing  ele- 
ments of  individual  purpose  as  well  as  elements  of 
social  influence.  A  buyer's  "  reservation  price  "  may 
have  something  to  do  with  availability  for  personal 
consumption;  it  may  have  something  to  do  with  his 
observation  of  other  men's  actions;  it  may  reflect  an 


Digitized  by 


Google 


PiaSENT  PBOBl^MS  OF  THEORY  436 

estimate  of  future  current  priceSi  or  represent  a  remini- 
scence of  past  prices.  To  leave  the  concept  of  ''  rela- 
tive marginal  utility  "  unanalyzed  is  to  renounce  the 
possibility  of  solving  many  important  problems  of 
economics.     Notably,  problems  of  money  and  crises. 

According  to  pure  quantity  theory,  the  medium  of 
exchange  is  always  adequate  to  effect  exchanges  that 
represent  net  gains  in  utility.  According  to  experience, 
this  is  not  true;  monetary  stringencies,  both  local  and 
universal,  occur.  The  theory  which  treats  value  as  a 
quantity  has  no  difficulty  in  explaining  these  strin- 
g^icies:  the  value  of  money  is  a  structiu'e  built  up  out 
of  a  mass  of  feelings  and  judgments  resting  upon  the 
past  and  the  future  as  well  as  upon  the  present.  This 
structure  may  at  any  moment  of  time  be  out  of  harmony 
with  the  structiu'e  of  goods  values,  similarly  built  up. 
From  this  point  of  view  there  is  nothing  astonishing  in 
the  fact,  especially  in  evidence  during  post-panic  depres- 
sions, that  the  holders  of  money  place  so  high  a  value  on 
it  that  they  will  not  offer  it  for  goods  at  the  price  neces- 
sary to  command  them,  and  that  the  holders  of  goods 
place  so  high  a  value  upon  them  that  they  will  not 
sacrilBlce  them  for  the  money  price  they  will  fetch. 
The  theory  of  crises  based  upon  value  as  a  mere  ratio 
and  upon  the  corresponding  explanation  of  price 
naturally  leads  to  the  inference  that  the  phenomena  of 
a  depression  must  be  fully  registered  in  the  low  level  of 
prices.  This,  however,  every  one  knows  is  not  true; 
the  sluggish  movement  of  commodities,  rather  than  the 
decline  in  prices,  is  the  striking  fact. 

Now,  it  is  interesting  to  observe  that  in  his  discussion 
of  money  and  crises  —  an  extraordinarily  able  and 
illuminating  discussion  —  Davenport^s  method  is  that 
of  the  realistic,  value-as-quantity  theory,  not  that  of 
the  mathematical,  value-as-ratio  theory.     The  whole 


Digitized  by 


Google 


436  QUARTERLY  JOURNAL  OF  ECONOMICS 

discussion  runs  in  terms  of  processes  requiring  time, 
not  in  terms  of  timeless,  mathematical  equilibria.  The 
quantity  theory  of  money  is  valid  at  the  end  of  the 
process,  not  at  any  point  of  time  chosen  at  random. 

Even  so  moderate  a  view  of  the  quantity  theory  has 
been  severely  criticised,  and  Davenport  endeavors  to 
give  full  weight  to  facts  out  of  harmony  with  it.  In 
one  case  he  goes  to  the  extreme  of  admitting  facts  that 
are  purely  imaginary.  In  an  endeavor  to  show  how 
newly  mined  gold  afifects  the  level  of  prices,  he  suggests 
that  the  influence  is  first  felt  in  the  price  of  gold  used 
in  the  arts.  The  steps  in  his  reasoning  are  as  follows: 
At  any  given  time  the  volume  of  bank  currency  is 
determined,  not  by  the  volume  of  reserves,  but  by  the 
volume  of  acceptable  paper  offered  for  discoimt.  Now, 
the  new  gold  goes  first  to  the  mints  and  thence  into  the 
reserves.  This  does  not  increase  the  amount  of  accep- 
table paper;  hence  the  volume  of  credit  circulation 
remains  unchanged,  as,  by  hypothesis;  does  also  the 
amount  of  specie  in  circulation.  There  can  accordingly 
be  no  direct  effect  upon  the  level  of  prices.  Reserves 
become  plethoric,  and  ''  the  change  in  general  prices  is 
initiated  in  the  non-monetary  market  for  gold  "  (p.  317). 

The  argument  would  be  entirely  valid  if  the  gold 
originated  in  the  blue  sky,  not  in  mines  operated  by  men 
eager  to  spend  or  invest  the  proceeds  of  their  industry. 
As  it  is,  when  the  gold  goes  into  the  bank  reserves,  the 
fact  is  recorded  by  the  crediting  of  deposits  —  an  addi- 
tion to  pre-existing  deposits  —  which  are  pretty  certain 
to  function  as  active  purchasing  power.  And  this 
functioning  is  prerequisite  to  any  increase  in  the 
employment  of  gold  in  non-monetary  uses,  unless  we 
are  to  assume  that  bankers  are  in  the  habit  of  carrying 
their  plethoric  gold  reserves  to  the  goldsmiths  and 
trading  them  for  rings  and  watch-cases. 
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VI 

The  key  to  Davenport's  theory  of  distribution  is  his 
definition  of  capital.  This  is  "  a  durable,  objective 
source  of  valuable  private  income  "  (p.  162).  On  first 
inspection  this  definition  appears  to  exclude  goods  in 
process  of  manufacture  and  mercantile  stocks,  since 
these  do  not  answer  very  well  to  the  description  of 
"  diu'able  sources."  But  Davenport's  conception  of 
durability  is  broad  enough  to  include  persistence 
through  any  perceptible  time.  The  definition  is 
couched  in  these  terms  not  for  the  piupose  of  excluding 
anything  that  has  ever  been  included  under  capital, 
but  for  the  purpose  of  extending  the  application  of  the 
term  to  the  so-called  acquisitive  capital  —  spendthrift 
loans,  monopoly  privileges,  vested  blackmail  —  as  well 
as  to  what  economists  have  been  accustomed  to  describe 
as  productive  capital.  Labor  is  defined  in  correspond- 
ingly broad  terms.  The  beggar  on  the  street  comer,  we 
are  repeatedly  assured,  is  performing  labor  and  his 
takings  are  wages.  Productivity  is  defined  as  equiva- 
lent to  proceeds.  It  is  worth  noting  that  so  rigorous  a 
definition  is  not  adhered  to  throughout.  On  page  494 
we  are  told  that  much  of  the  product  of  society  reaches 
its  final  recipients  through  ^t.  This  is  meaningless 
if  the  beggar  on  the  street  comer  produces  his  income. 

What  is  sufiiciently  clear  is  that  if  we  desire  to  confine 
oimselves  to  a  description  of  distribution  as  it  is,  we  shall 
be  forced  to  limit  ourselves,  as  Davenport  seeks  to  do, 
to  the  categories  of  rights  and  proceeds.  The  lender's 
income  is  immediately  dependent  upon  the  loan  con- 
tract, hot  upon  the  productivity  of  capital;  the  net 
income  from  mortgaged  property  is  related  to  the 
"  equity,"  not  to  the  physical  property;  wages  are 
related  to  the  wages  contract,  not  to  labor.     On  this 
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plane  there  is  no  room  for  a  distinction  between  acquisi- 
tive  and  productive  capital;  between  productive  and 
unproductive  labor.  Distribution  viewed  in  its  imme- 
diacy presents  many  problems  of  great  interest:  eco- 
nomic problems  concerning  the  nature  and  origin  of  the 
respective  claims  upon  income;  moral  problems  con- 
cerning their  ethical  justification.  There  are  honest 
incomes  from  monopoly  shares,  and  from  slave-driving, 
man-killing  colonial  exploitations,  just  as  there  are 
crooked  incomes  from  bread  making  and  milk  pasteuriz- 
ing. In  fact,  most,  if  not  all,  the  moral  economic  prob- 
lems emerge  upon  this  plane. 

It  is  self-evident  that  none  of  the  methods  of  tradi- 
tional economics  will  serve  the  purposes  of  investigat- 
ing the  economic  and  moral  problems  of  distribution  in 
its  actuality.  What  we  need  here  is  a  genetic  method. 
But  this  method  our  author,  in  common  with  most 
theoretical  economists,  is  either  unable  to  use  or  con- 
sciously repudiates.  If  Davenport  were  not  possessed 
of  the  courage  to  transcend  the  limits  of  his  own  written 
constitution  whenever  he  pleases,  we  should  have  to 
record  here  a  definition  of  distribution  and  nothing 
further.  As  it  is,  after  a  number  of  fratricidal  attacks 
upon  other  economists  for  setting  themselves  the  prob- 
lem of  functional  distribution,  he  sets  himself  the  same 
problem  and  performs  valuable  service  toward  its 
solution. 

Functional  distribution,  as  we  all  know,  concerns 
itself  not  with  the  rights  upon  which  private  incomes  are 
legally  founded,  but  with  the  underlying  forces  that 
attach  returns  to  specific  services,  of  persons  or  of 
material  goods.  A  functional  return  is  inevitably 
bound  up  with  certain  classes  of  land;  with  artificicd 
instruments  of  production;  with  certain  forms  of  labor. 
To  functional  distribution  it  matters  not  in  the  least 
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whether  these  returns  are  enjoyekl  by  demons  or  angels, 
by  private  persons  or  by  the  state.  Functional  dis- 
tribution concerns  itself  with  the  inevitableness  of 
returns,  not  with  the  morality  of  incomes.  Essentially 
it  is  ethically  colorless.  Except  that  the  various  classes 
of  returns  may  exert  varying  dynamic  influences  upon 
the  future  welfare  of  society;  on  which  ground  we  may 
rejoice  in  the  progress  of  one  class  and  regret  that  of 
another.  Functional  distribution,  then,  may  throw 
light  upon  certain  questions  of  social  expediency,  and 
hence  may  have  a  bearing  upon  morals  in  becoming, 
tho  obviously  none  upon  morals  in  being. 

The  two  doctrines  of  distribution  have  so  much 
terminology  in  common  that  it  is  not  surprising  that 
few,  if  any,  economists  have  been  able  to  fence  them 
off  completely  from  each  other.  They  have  been  per- 
mitted to  mix,  and  their  mixing  has  given  rise  to  a  whole 
breed  of  recalcitrant  and  infertile  hybrids,  incapable  of 
bemg  killed  by  overwork.  Of  such  hybrids  the  doc- 
trine of  the  ''  unearned  increment "  is  an  excellent 
example,  the  former  element  of  the  combination  resting 
on  the  plane  of  personal  distribution  and  its  moral 
corollaries,  the  latter  on  the  plane  of  f  imctional  distri- 
bution and  its  imagined  corollaries  of  social  expediency. 
Of  such  hybrids  Davenport  has  a  goodly  number,  as 
one  might  anticipate  from  his  crossing  of  doctrines. 

In  his  treatment  of  functional  distribution,  Daven- 
port is  essentially  a  productivity  theorist.  It  is  true 
that  he  denies  that  wages,  interest,  rent  and ''  necessary 
profits  "  are  the  only  expenses  of  production ;  additional 
cat^^ries,  such  as  the  costs  of  insurance,  taxes,  adver- 
tising, must  be  added.  There  never  has  been  any  dis- 
position on  the  part  of  productivity  theorists  to  deny 
the  existence  of  such  expenses.  Some  of  them,  as 
advertising  expenses,  may  easily  enough  be  reduced  to 
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the  traditional  categories;  others,  such  as  taxes,  have 
commonly  been  regarded  as  phenomena  of  secondary 
distribution,  like  gifts  and  bequests.    It  would  probably 
be  conducive  to  doctrinal  clearness  to  treat  some  of 
these  expenses  as  independent  distributive  categories,      i 
More  fimdamental  is  our  author's  criticism  of  the  tra-      | 
ditional  categories  on  the  ground  that  they  embrace      I 
many  elements  that  are  not  generically  related.     Func-      I 
tionally  those  productive  elements  that  stand  in  a 
competitive  relation  to  one  another,  instead  of  a  com- 
plementary relation,  properly  constitute  a  single  "  factor      I 
in  production. ' '  Now,  unskilled  labor  does  not  nonnally 
compete  with  managerial  labor,  but  is  complementary 
to  it;  agricultural  lands  are  complementary  to  factory 
sites;  raw  materials  are  complementary  to  machinery. 
All  this  may  be  granted,  etx<;ept  perhaps  that  in  the  case 
of  goods  that  are  reproducible,  complementarity  gives 
way  to  competition  in  the  disposition  of  replacement 
funds.     A  milking  machine,  we  are  told  (p.  419),  does      i 
not  compete  with  a  mowing  machine;    and  this  is 
obviously  true.     But  both  will  wear  out,  and  fimds  for 
replacement  will  compete  for  the  greatest  return.   With 
this  quahfication,  the  proposal  to  constitute  a  le^on  of 
factors  in  production  instead  of  three  or  foiu*  may  be 
accepted  as  indicative  of  a  method  whereby  the  fruit- 
fulness  of  economic  theory  may  be  vastly  increased. 

It  is  true  that  Davenport  appears  often  to  place  him- 
self squarely  in  opposition  to  the  productivity  theorists; 
but  the  opposition  is  chiefly  terminological.  Produc- 
tivity, we  are  told,  differs  with  different  entrepreneurs 
(p.  148).  This  is,  of  course,  true  of  "total  produc- 
tivity," whatever  that  may  mean,  but  it  is  hardly  true 
of  marginal  productivity,  if  competition  is  doing  its 
work.  This  is  admitted  on  page  140,  where  it  is  said  of 
the  entrepreneur  that "  paying  as  little  as  he  must,  corn- 
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petition  will  ordinarily  compel  him  to  pay  all  that  he 
can."  Davenport's  doctrine  continually  wavers;  at 
one  point  he  is  misled  by  the  deceptive  analogy  of  the 
consimiers'  surplus  (p.  145) ;  at  another,  by  a  confusion 
of  the  marginal  entrepreneiu*  with  marginal  entre- 
preneurship  (p.  146);  at  still  another  point  by  the 
equivocal  meaning  of  productivity.  Since  the  pro- 
ductivity of  any  agent  of  production  may  vary  according 
to  differences  in  entrepreneurs  (and,  by  the  way,  with 
all  other  differences  in  complementary  agents)  there 
can  be  no  such  thing  as  specific  productivity,  but  only 
relative  productivity  (p.  153).  Now,  the  reason  for 
coining  the  term  "  specific  productivity  "  was  to  escape 
the  absolute  connotation  of  the  term  "  productivity." 
An  examination  of  the  conditions  defining  the  term 
specific  productivity,  as  used  by  Professor  Clark,  would 
show  that  it  means  precisely  what  Davenport  means  by 
relative  productivity. 

In  his  explanation  of  interest  Davenport  offers  power- 
ful support  to  the  productivity  cause.  Essentially 
the  value  of  reproducible  capital  is  traced  to  an  oppor- 
tunity cost  basis.  "  The  creation  of  equipment  requires 
the  diversion  of  productive  power  away  from  the  ser- 
vice of  immediate  consumption  "  (p.  376).  Some  part 
of  capital,  then,  has  a  foundation  for  its  value  that  is 
independent  of  the  value  of  its  fruits.  It  thus  becomes 
logically  possible  to  assimie  that,  with  capital  value 
given,  the  rate  of  interest  may  be  found  by  reducing  the 
value  product  of  the  capital  to  a  percentage  of  the  par- 
ent wealth.  A  follower  of  Professor  Fisher  would  no 
doubt  say  that  this  interest  theory  rests  chiefly  upon 
the  principle  of  inferiority  of  present  to  future  in  pro- 
vision for  wants.  One  who  follows  through  the  author's 
ingenious  discussion  of  the  loan  fund,  the  conditions  of 
its  existence  and  its  relation  to  capital  values,  cannot, 


Digitized  by 


Google 


412  QUARTERLY  JOURNAL  OF  ECONOMICS 

however,  accept  this  as  a  true  account  of  the  doctrine. 
It  is  productivity  theory  at  its  best,  defended  with 
extraordinary  ability. 

That  this  doctrine  of  the  loan  fund  is  fully  worked 
out  Davenport  does  not  claim.  With  the  charming 
frankness  that  usually  characterizes  original  thinkers, 
he  says,  of  an  important  part  of  the  doctrine,  "  It  is 
merely  offered  by  the  way  as  the  best  that  the  present 
writer  can  at  present  accomplish  "  (p.  350).  We  may 
venture  to  predict  that  when  the  doctrine  has  been 
more  fully  worked  out,  it  will  relate  the  long  time 
investment  fund  more  clearly  to  thrift,  and  will,  for 
the  most  part,  confine  to  short  time  investments  the 
loan  fund  ^'  created  "  by  banking  practice.  It  is  true 
that  banks  may  "  carry  "  bonds  for  a  time,  just  as  they 
carry  mercantile  paper,  through  an  increase  in  their 
deposits.  Or  they  may  invest  part  of  their  reserves  in 
bonds,  which  amounts  to  the  same  thing.  But  the 
bank^s  relation  to  the  long  time  investment  is  usually 
little  more  than  that  of  agent  of  placement.  The  great 
investment  banks  of  France  would  hardly  scatter 
branches  throughout  the  communes,  to  gather  up  small 
Economies  for  investment  in  Russian  loans,  if  they  could 
provide  for  the  loans  by  mere  creation  of  bank  credits. 

However  loan  and  investment  funds  may  originate, 
the  volume  available  at  any  given  time  has  an  imme- 
diate bearing  upon  the  price  at  which  new  capital 
offerings  will  be  taken.  This  every  financier  realizes, 
and  in  his  calculations  as  to  the  advisability  of  a  new 
flotation,  he  attempts  to  form  an  opinion  as  to  the  extent 
to  which  the  investment  fund  has  been  depleted  by 
previous  flotations.  These  facts  and  the  conclusions 
consequent  upon  them  can,  of  course,  be  squeezed  into 
the  mold  of  the  time-value  interest  theory.  Not, 
however,  without  serious  prejudice  to  their  real  nature. 
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VII 

In  his  final  chapter  Davenport  draws  together  the 
threads  of  his  argument  and  attempts  to  show  the 
practical  consequences  deducible  from  it.  Every  man 
has  a  right  to  hang  on  his  own  Christmas  tree  gauds 
according  to  his  own  taste;  but  he  cannot  expect  us 
to  believe  they  grew  there.  The  chapter  begins  with 
an  enumeration  of  doctrines  that  in  Davenport's  opin- 
ion converge  to  make  one  stupendous  error:  (1)  the 
doctrine  of  unproductive  labor;  (2)  the  guidance  of 
the  Unseen  Hand;  (3)  Natural  Law.  These  he  pro- 
poses to  destroy.  The  first  of  them,  being  already 
dead,  is  disposed  of  in  a  preliminary  paragraph  by  a 
logical  refutation.  Yet  one  would  say  that  an  econo- 
mist who  defines  wages  so  broadly  as  to  cover  the  tak- 
ings of  a  beggar  at  the  street  comer  or  those  of  a  collector 
for  a  philanthropy  whose  agents  keep  all  they  get, 
should  attempt  to  revive  the  distinction  between  pro- 
ductive and  unproductive  labor.  And  indeed  it  ought 
to  be  revived.  Time  was  when  all  men,  the  economists 
included,  knew  how  to  distinguish  between  the  em- 
ployees in  a  man's  shops,  who  help  him  to  make  his 
income,  and  the  flimkeys  and  parasites  in  his  house 
who  help  him  spend  it;  when  no  insuperable  difficulty 
was  encountered  in  distinguishing  between  the  working 
cattle  that  help  to  produce  a  crib  of  com  and  the  colony 
of  rats  that  the  com  inevitably  attracts.  To  the  econo- 
mists of  today  they  are  all  one.  John  Stuart  Mill, 
through  his  attempt  to  found  the  distinction  on  the 
point  of  materiality  and  immateriality,  put  a  spell 
upon  us.     We  shall  probably  never  see  clearly  again. 

The  "  doctrine  of  the  Unseen  Hand  "  is,  of  course, 
the  optimistic  doctrine  of  the  providential  harmony  of 
private  and  public  interest.    Many  years  ago  Professor 
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Veblen  stumbled  across  a  passage  in  Adam  Smith's 
Theory  of  Moral  Sentimenta  which  he  rightly  judged 
to  be  of  great  controversial  effectiveness.  The  passage 
runs  as  follows:  ''  The  produce  of  the  soil  maintains 
at  all  times  nearly  that  number  of  inhabitants  which  it 
is  capable  of  maintaining.  The  rich  only  select  from 
the  heap  what  is  most  precious  and  agreeable.  They 
consume  little  more  than  the  poor,  and  in  spite  of  their 
natural  selfishness  and  rapacity,  tho  they  mean  only 
their  own  conveniency,  tho  the  sole  end  which  they  pro- 
pose from  the  labour  of  all  the  thousands  whom  they 
employ,  be  the  gratification  of  their  own  vain  and  insati- 
able desires,  they  divide  with  the  poor  the  produce  of 
all  their  improvements.  They  are  led  by  an  invisible 
hand  to  make  nearly  the  same  distribution  of  the  neces- 
saries of  life,  which  would  have  been  made,  had  the 
earth  been  divided  into  equal  portions  among  all  its 
inhabitants,  and  thus,  without  intending  it,  without 
knowing  it,  advance  the  interest  of  society,  and  afford 
means  to  the  multiplication  of  the  species  "  (Part  IV, 
Ch.  I). 

A  close  examination  of  this  passage  and  its  context 
will  show  that  it  is  a  genial  rendering  of  Mandeville's 
cynical  paradox,  "  Private  vices,  public  virtues,"  with 
a  sUght  infusion  of  moral  commonplaces  from  Horace. 
It  is  obviously  from  Adam  Smith's  pre-economic 
period;  in  his  maturer  years  he  would  not  thus  have 
glorified  wasteful  consumption.  The ''  invisible  hand  " 
is  the  hand  that  limited  the  capacity  of  the  rich  man's 
stomach.  The  expression  is  a  mere  figure  of  speech, 
with  Adam  Smith,  just  as  ^'  providence  "  usually  is. 
So  much  for  the  real  significance  of  the  ^'  invisible 
hand."  Professor  Veblen,  with  his  keen  eye  for  con- 
troversial values,  however,  pronounced  this  phrase  the 
key  to  all  orthodox  economics,  classical  and  modem. 
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With  this  key  you  can  unlock  every  door  in  the  eco- 
nomic temple.  What  you  will  see  is  that  economics 
exists  for  the  purpose  of  ''  justifying  the  works  of  God 
to  man.'^  Duplicates  of  this  key  are  in  the  possession 
of  all  Veblen's  disciples,  and  Davenport  includes  one  of 
them  among  his  Christmas  tree  ornaments.  With  it 
go  other  historical  interpretations^  of  which  one  of  the 
most  curious  is  the  statement  that  the  Physiocratic 
school  desired  ''  accmnulation  rather  of  population 
than  of  wealth ''  (p.  507).  Can  it  be  that  any  one  has 
forgotten  what  happened  to  the  populationist  Mirabeau 
when  Quesnay  fell  upon  him  ? 

To  describe  all  the  decorations  of  this  chapter  would 
require  too  much  space;  let  us  confine  ourselves  to  the 
solemn  injunction  to  the  economists  to  accept  Daven- 
port's definition  of  capital.  ''  Economists  will  do  well 
forthwith  to  recognize  that  rights  of  patent  and  royalty 
are  capital;  that  rights  of  tribute  through  franchise 
privileges  are  capital ;  that  police  permits  to  rob  passers- 
by  are  capital;  that  legislative  authority  to  rob  impor- 
terS;  both  early  and  late,  is  capital;  and  that  generally 
every  basis  of  private  acquisition  is  by  that  very  fact 
capital  '^  (p.  519).  And  suppose  we  fail  to  extend  the 
meaning  of  capital  to  these  limits,  what  disaster  will 
befall  us  ?  We  shall  fail  to  recognize ''  that  some  of  the 
capital  is  iniquitous  and  disastrous  for  social  welfare  as 
other  of  the  capital  is  beneficent"  (p.  529).  This 
amounts  to  saying  that  if  we  continue  to  draw  a  dis- 
tinction between  productive  and  purely  acquisitive 
capital,  we  shall  be  unable  to  see  that  the  two  are  dif- 
ferent, and  mix  up  their  fates  in  our  prayers. 

I  have  already  indicated  my  estimate  of  the  value  of 
this  book  to  the  specialist  in  economic  theory.  When 
interest  in  theory  revives  sufficiently  to  make  advanced 
courses  in  theory  practicable  in  the  colleges,  it  will 
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serve  as  a  text  hard  to  surpass.  Certainly  it  has  Dot 
at  present  its  peer  for  variety  and  fruitf ulness  of  theoret- 
ical discussions.  An  announcement  by  the  publidier 
suggests  that  it  is  intended  also  as  an  elementary  text 
As  there  are  all  varieties  of  needs  to  be  met  by  text- 
book makers,  this  work  may  in  some  cases  be  suitable 
for  such  use.  But  it  will  be  a  brave  instructor  that 
will  put  so  spiny  an  object  into  the  college  sophomore's 
nosebag. 

Alvin  S.  Johnson. 
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FIRE  INSURANCE  RATES  AND  STATE 
REGULATION 

SUMMARY 
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nent parts,  453.  —  Influence  of  geographical  area,  455.  —  III.  Con- 
flagrations a  disturbing  factor  in  the  United  States,  457.  —  IV.  State 
regulation  of  three  kinds:  (1)  Valued  pohcy  laws,  458.  —  (2)  Anti- 
coinsurance  laws,  460.  —  (3)  Anti-trust  laws,  462.  —  Oniclusion,  464. 


Introductory 

Rates  in  fire  insurance^  in  common  with  rates  for 
other  services  which  vitally  affect  the  public,  are  now 
the  subject  for  much  discussion  and  legislation  in  the 
United  States.  The  determination  of  fair  rates  in  fire 
insurance  is  peculiarly  difficult  in  this  country  for  the 
following  reasons:  first,  on  account  of  the  complexity 
of  the  elements  entering  into  the  cost  of  the  service; 
second,  on  account  of  the  past  and  prospective  presence 
of  conflagrations;  third,  on  account  of  the  legal  status 
of  insurance  in  the  United  States.  A  few  words  of 
introduction  will  serve  to  make  more  clear  these 
peculiarities. 

First,  as  regards  rates  and  cost,  two  methods  of 
determining  fire  insurance  charges  have  been  followed. 
In  the  early  history  of  fire  insurance,  buildings  were 
divided  into  the  two  classes  of  frame  and  brick,  upon 
which  a  rate  on  the  basis  of  past  experience  and  per- 
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sonal  judgment  was  determined.  In  the  evolution  of 
rate-making,  distinctions  came  to  be  made  between 
classes  of  buildings  within  these  two  general  classes. 
Special  agents,  acting  with  local  agents,  made  all  the 
rates.  Later,  selected  representatives  from  companies 
made  the  rates  for  all  companies  for  a  city.  Little 
effort  was  made  to  analyze  the  factors  entering  into 
each  risk.  It  was  a  method  of  applying  personal  judg- 
ment and  interpreting  past  experience.  Altho  the  result 
was  in  some  cases  satisfactory,  yet  the  general  disregard 
of  the  good  and  bad  features  in  a  particular  risk  did  not 
sufficiently  differentiate  the  particular  risk  from  the 
fictitious  average  risk.  Later  came  the  second  method, 
under  which  various  systems  of  schedule  rating  were 
developed  in  which  an  analysis  of  the  component 
elements  in  the  risk  is  made.  The  application  of  these 
schedule  systems  is  now  very  generally  made  by 
organizations  independent  of  the  insurance  companies. 

Fire  insurance  is  an  indemnity  for  the  whole  or  partial 
loss  of  property,  but  the  cost  of  this  indemnity  cannot 
be  determined  with  acciuucy  at  the  time  the  indemnity 
is  sold.  That  is  to  say,  if  the  cost  of  the  service  theory 
should  be  accepted  as  a  proper  basis  for  determining 
the  charge,  there  is  no  assurance  that  the  price  charged 
will  be  equal  to  this  cost,  since  so  many  variable  factors 
affect  the  cost. 

Whatever  the  merchant  sells  has  been  bought  in  the 
open  market,  and  his  selling  price  is  ordinarily  deter- 
mined by  adding  the  cost  of  freight,  rent,  clerk  hire, 
fuel  and  light,  together  with  such  profit  as  he  may  regard 
as  adequate.  A  manufacturer  buys  his  raw  material 
and  by  adding  cost  of  labor,  operating  expenses,  inter- 
est on  his  plant  and  his  profit  loading,  he  fixes  the  price 
at  which  he  desires  to  sell  his  manufactured  goods.  A 
common  earner  knows  approximately  what  it  costs  to 
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transport  passengers  or  merchandise  by  water  or  by 
rail.  Whoever  has  anythmg  to  sell  attempts  to  fix  in 
advance  the  price  of  what  he  sells  so  that  he  may 
derive  a  profit.  But  the  insurer  sells  neither  merchaur 
dise  nor  labor;  he  sells  promises  to  pay  in  the  form  of  a 
contract  of  indemnity  against  loss  caused  by  the  hap- 
pening of  an  uncertain  event.  But  when  he  sells  his 
contract  of  insurance  —  or  more  properly  speaking  his 
bond  of  indenmity  —  he  has  no  means  of  knowing 
whether  he  will  be  called  upon  to  pay  the  stipulated 
indemnity  in  whole  or  in  part. 

Supply  and  demand  do  not  affect  the  price  at  which 
this  indemnity  is  sold  in  the  same  manner  in  which 
supply  and  demand  affect  the  price  of  commodities. 
The  losses  which  occiu-  after  the  price  is  determined  are 
the  final  determinants  in  fixing  this  price,  and  these 
losses  are  beyond  the  control  of  the  insm^er.  In  certain 
cases,  as  in  preferred  risks  upon  which  losses  are  very 
likely  to  be  low,  a  condition  of  smplus  of  supply  of 
insurance  may  exist.  This  condition  may  tend  to 
establish  inadequate  rates.  On  the  other  hand  it  may 
happen  that  the  supply  of  insurance  for  other  classes 
of  undesirable  risks  tends  to  be  below  the  demand. 
The  result  is  that  the  forces  of  demand  and  supply  do 
not  establish  that  equilibrium  which  produces  fair 
prices  for  all  classes  of  risks. 

In  the  second  place,  conflagrations  introduce  a  very 
large  disturbing  factor  in  any  assumed  system  of  rates 
which  seem  at  the  time  equitable. 

In  the  third  place,  insurance  in  the  United  States  is  a 
subject  under  the  complete  regulation  of  the  states, 
having  been  declared  neither  conmierce  nor  an  instru- 
mentality of  commerce  by  the  United  States  Supreme 
Coiurt.  The  significance  of  this  fact  for  rates  is  that 
there  is  a  strong  tendency  on  the  part  of  states  to  estab- 
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lish  the  state  as  the  geographical  unit  for  rate  making 
purposes.  This  may  seriously  prevent  the  proper 
working  of  the  law  of  averagCi  especially  in  a  country 
where  conflagrations  are  yet  conunon. 

II 

The  Theory  of  Fibe  Insurance  Rates 

On  the  part  of  the  public  there  is  very  Uttle  accurate 
knowledge  as  to  the  nature  and  purpose  of  fire  insurance* 
The  average  person  considers  it  in  much  the  same  light 
afi  he  does  any  common  subject  of  sale  and  purchase. 
He  assumes  that  he  may  go  into  the  market  and  pur- 
chase as  much  or  as  little  as  he  chooses  at  so  much  per 
unit  of  measurement.  He  confuses  it  with  life  insurance, 
concerning  which  he  has  gained  considerable  knowledge 
during  the  last  decade.  He  piu-chases  as  much  life 
insurance  as  his  saving  power  enables  him.  But  fire 
insurance  has  no  direct  relation  to  saving,  but  is  always 
a  question  of  indemnity  for  property  loss.  The  individ- 
ual demand  cannot  be  measured  in  fire  insurance  by  the 
ability  and  desire  to  piu'chase,  but  must  be  limited  by 
the  value  of  property  possessed;  whereas  in  life  insur- 
ance full  operation  of  effective  individual  demand  may 
be  permitted,  except  as  it  is  limited  by  the  physical 
condition  of  the  applicant,  or  a  maximum  limit  of 
insurance  in  a  particular  company.  That  is  to  say,  an 
individual  in  normal  health  could  purchase  without 
injury  to  the  business  or  to  other  people  all  the  life 
insurance  he  desired;  but  the  amount  of  fire  insurance 
which  he  diould  be  permitted  to  purchase  is  limited  by 
the  value  of  his  property. 

The  simplest  statement  of  the  theory  of  fire  insurance 
rates  is  that  the  rate  is  a  resultant  of  the  property  loss, 
the  expense  element,  the  maintenance  of  the  reserve 
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required  by  the  various  state  laws  and  a  provision  for  a 
return  on  the  capital  invested.  The  interest  rate  is 
over  considerable  periods  of  time  a  relatively  constant 
factor.  It  is  the  property  loss  element  in  the  final  cost 
which  fluctuates.  This  property  loss  is  for  any  one 
year  an  indeterminate  and  largely  an  independent 
variable.  The  burning  rate  is  always  in  process  of 
change,  and  the  range  of  it  on  an  annual  basis  is  some- 
times very  great.  The  fluctuation  for  a  year  in  the 
total  loss  ratio  may  vary  as  much  as  20  %,  and  the  loss 
ratio  on  particular  kinds  of  property,  or  upon  all  classes 
of  property  in  particular  regions,  may  vary  much  more. 
Yet  rates  for  the  future  —  since  fire  insurance  is  a  ser- 
vice sold  for  future  delivery  —  must  be  determined. 
The  only  correct  method  is  an  analysis  of  the  numerous 
hazards  which  make  up  the  fire  loss.  Past  experience 
must,  therefore,  play  a  large  part  in  supplying  a  basis 
for  this  analysis.  The  true  measurement  of  fire  hazard 
is  the  placing  of  every  risk  in  its  proper  relative  position, 
and  while  this  position  of  relativity  may  change  from 
year  to  year,  yet  each  factor  contributing  to  the  hazard 
should,  so  far  as  is  possible,  be  in  the  proper  relation  to 
the  total  charge. 

It  is  a  common  doctrine  in  determining  prices  that 
each  product  should  bear  its  total  costs  of  production. 
Since  insurance  is  an  element  in  the  total  costs  of  pro- 
ducing a  product,  it  is  assumed  by  many  that  industries 
should  be  classified  as  the  only  method  of  assessing  this 
cost  of  insurance.  There  is  also  another  aspect  to 
classification,  namely,  that  the  class  should  be  limited 
to  the  property  in  a  particular  state.  Both  these 
ideas  contain  elements  of  danger  as  well  as  impractica- 
bility. If  the  first  idea  means  that  a  particular  business, 
as  for  example  drug  stores,  should  be  placed  in  one  class, 
for  purposes  of  determining  the  insurance  charge,  the 
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contention  cannot  be  supported  either  on  grounds  of 
theory  or  practicability.  It  is  true  that  classification 
has  some  value  in  arriving  at  insurance  costs.  Experi- 
ence of  losses  on  classes  of  property  may  aid  in  deciding 
upon  base  rates  to  which  the  more  completely  analyzed 
elements  in  the  risk  may  be  added  in  arriving  at  the 
final  rate.  Then,  too,  certain  kinds  of  property  have 
not  had  a  system  of  schedule  rating  worked  out  for 
them;  nor  is  it  important  to  apply  a  minutely  analyzed 
system  to  those  kinds  of  property,  as,  for  example, 
dwelling  houses,  which  have  a  large  degree  of  uniformity. 
In  such  cases,  rates  based  upon  the  general  experience 
of  such  classes  of  property  may  when  properly  applied 
have  no  territorial,  personal,  or  property  discrimination 
in  them. 

It  can  be  accepted  as  true  and  desirable  that  each 
product  should  express  in  its  selling  price  its  total  costs 
of  production,  but  the  insurance  element  entering  into 
the  price  of  the  product  can  be  determined  in  a  more 
accm^ate  manner  than  by  mere  classification.  What  is 
sought  to  be  measured  is  the  d^ree  of  likeness  or  the 
amount  of  sameness  in  the  quantity  of  the  hazard  in  the 
individual  risks.  Fire  hazard  is  not  as  a  totality 
inherent  in  the  property  itself.  It  is  made  up  of  inter- 
nal and  external  elements,  as  well  as  intangible  factors. 
These  may  be  eniunerated:  the  character  of  the  con- 
struction material;  the  character  of  the  occupancy;  the 
manner  or  use  of  the  occupancy;  the  character  of  the 
surroundings,  or  the  exposure;  and,  finally,  the  char- 
acter of  the  owner  or  occupier  of  the  buildings.  This 
last  factor  in  the  hazard  is  known  as  the  moral  hazard 
and  manifestly  is  difficult  to  appraise  in  its  true  bearing 
on  the  fire  rate.  It  follows,  therefore,  that  all  drug 
stores,  or  all  wholesale  dry  goods  establishments  cannot 
foe  said  to  have  a  unit,  unchangeable  expression  of  their 
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hazard.  A  wooden  drug  store  in  an  outlying  district 
may  have  quite  as  low  a  hazard  as  a  brick  one  in  a  con- 
gested district,  or  a  hardware  establishment  may  be 
equal  in  its  hazard  to  some  one  dry  goods  establishment. 

If  the  hazard  of  two  risks  of  a  certain  class,  as  for 
examine  drug  stores,  is  approximately  the  same,  this  is 
a  matter  of  accident.  It  is  quite  as  possible  that  the 
difference  in  the  amount  of  hazard  of  two  such  risks  will 
be  greater  than  the  difference  in  hazard  between  one  of 
these  risks  and  a  risk  in  an  entirely  different  business. 
It  is,  therefore,  the  elements  that  go  to  make  up  the 
hazard  which  should  be  the  starting  point  of  analysis 
and  not  the  class  of  risks  themselves.  Nor  would  such 
a  method  of  procedure  vitiate  the  economic  principle 
that  each  product  should  bear  its  total  costs  of  produc- 
tion. Indeed  it  will  most  readily  and  accurately  deter- 
mine its  true  total  costs.  Nor  is  the  least  sij^iificant 
result  of  such  a  method  of  determining  insurance  costs 
that  it  will  have  a  powerful  effect  in  reducing  the 
unnecessarily  h^  losses  by  fire  in  the  United  States. 
The  total  hazard  thus  determined  of  each  risk  is  com- 
posed of  numerous  elements.  Each  factor  in  the  build- 
ing ccmtributes  to  the  hazard  or  reduces  it,  and  each 
property  owner  knows  how  to  reduce  his  rate  by 
improving  the  condition  of  his  property.  The  method 
also  establishes  a  time  basis  for  classification.  Public 
officials  supervising  insurance  then  have  a  basis  upon 
which  to  decide  the  equity  of  rates  among  classes  of 
I^operty.  Like  hazards  should  bear  like  rates,  but  the 
similarity  of  hazards  cannot  be  determined  from  the 
starting  point  of  the  particular  business  classified 
according  to  its  product. 

Confusion  often  arises  in  this  particular  by  an  unwar- 
lanted  assumption  of  similarity  between  fire  and  life 
insurance  rates.     The  chief  elements  of  the  risk  in  life 
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insurance  are  found  in  the  mortality  rate  and  the  invest- 
ment rate.  The  burning  rate  in  fire  insurance  corre- 
sponds, so  far  as  Uiere  is  any  correspondence,  to  the 
mortality  rate  in  life  insurance.  There  is,  however, 
greater  homogeneity  among  insured  lives  than  among 
insured  property.  In  life  insurance,  a  selection  of 
normal  lives  has  been  made  by  the  medical  examination, 
and  while  these  lives  lend  themselves  to  certain  classifi- 
cations upon  the  basis  of  sex  and  age,  and  while  experi- 
ence of  each  insured  group  shows  certain  variations 
from  the  assured  rate  of  mortality,  yet  this  original 
selection  of  normal  lives  assures  a  large  degree  of 
homogeneity  in  the  group.  In  fire  insurance  there  are 
many  kinds  of  property,  differing  not  only  as  to  con- 
struction but  also  as  to  the  particular  use  made  of  it  and 
the  protection  from  fire  about  it.  Heterogeneity,  not 
homogeneity,  is  the  characteristic  of  the  fire  insurance 
risk. 

The  basic  principle  which  is  the  foundation  of  equi- 
table rating  between  persons  and  fair  rates  to  the  public 
is  then  the  analysis  of  a  hazard  into  its  component  parts. 
There  is  thus  established  a  standard  for  each  part  and  a 
scale  of  charges  and  credits  for  any  deviation  from  this 
standard.  Under  a  developed  system  of  schedule 
rating,  a  rate  is  made  up  of  plus  and  minus  elements, 
and  a  true  basis  of  classification  is  thus  supplied.  It 
must  be  admitted  that  such  a  method  of  measurement 
is  not  absolutely  complete.  There  is  in  the  system  of 
schedule  rating  a  basis  rate  which  is  said  to  represent  the 
unanalyzable  elements  in  the  hazard,  or  the  residuimi 
of  hazard.  But  this  is  not  a  vital  objection.  The 
method  is  infinitely  superior  to  a  rough  and  ready  one 
of  assessing  fire  charges  on  the  experience  of  past 
years  or  series  of  years,  either  by  the  oflBicials  of  the 
company  for  the  whole  country,  or  by  groups  of 
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companies'  agents  for  a  particular  territory.  It  must 
also  be  recognized  that  the  public  could  not  and  does 
not  demand  such  nicety  in  the  analysis  of  other  total 
costs  of  products  in  order  to  justify  the  demanded 
price  from  the  sellers  of  products  and  services.  It  is 
only  recently  that  the  demand  has  been  made  upon 
railways  for  a  justification  of  their  demanded  price. 
These  rating  schedules  are  being  continually  improved 
and  must  commend  themselves  increasingly  to  the 
public  and  its  insurance  supervisors. 

Granting  that  such  a  theory  of  determining  rates 
should  be  accepted,  the  problem  is  not  yet  solved, 
because  it  leaves  out  of  consideration  the  geographical 
area  upon  which  the  experience  should  be  based.  In 
pure  theory,  an  analysis  of  the  fire  hazard  of  a  state  or 
any  other  local  political  area  would  arrive  at  the  exact 
cost  of  the  fire  protection;  but  it  would  not  be  insur- 
ance. True  insurance  is  not  only  a  calculation  of  a 
risk  but  a  distribution  of  it.  The  area  of  distribution 
must  be  sufficiently  wide  to  make  the  burden  of  cost 
upon  each  less  than  he  would  bear  as  an  individual. 
The  single  risk,  or  even  a  limited  niunber  of  risks  made 
into  a  class,  as  might  be  true  in  a  sii^le  state,  is  a  risk 
with  no  insurance. 

Every  purchaser  of  insurance  should  benefit  from 
distribution,  and  the  rarity  of  his  risk  or  the  size  of  it 
ought  not  to  interfere  with  this  privilege  of  a  broad 
distribution.  The  rate  for  the  particular  individual 
may  be  ten  times  as  great  as  the  average  rate  for  the 
coimtry  or  even  higher  than  the  average  rate  for  the 
class  in  which  he  is  located;  but  his  rate  still  is  lower 
because  he  belongs  to  a  group  whose  rates  are  based 
upon  a  wide  distribution. 

If  a  state  should  insist,  as  undoubtedly  it  has  the 
legal  power  so  to  do,  that  rates  should  be  based  upon 
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the  actual  experience  within  the  state,  it  must  realise 
that  this  may  mean  veiy  heavy  burdens,  and  so  long  as 
conflagrations  are  prevalent,  unpossible  burdais.  It 
could  not  claim  the  exclusive  state  benefits  of  years  of 
low  rates  within  the  State,  and  then  when  heavy  losses 
occur,  transfer  its  rates  to  a  national  basis.  If ,  in  a 
selfish  manner,  it  refused  to  consider  national  losses  in 
making  its  state  rates,  it  would  have  little  ground  in 
morals  to  expect  assistance  at  the  time  of  a  heavy  loss 
within  the  state,  and  even  less  good  grounds  to  increase 
rates  upon  all  property  within  the  state  after  the  heavy 
loss  occurred.  There  is  little  reason  to  argue  for  a 
community  of  state  interests  in  this  respect  as  con- 
trasted with  the  community  of  national  interest.  It 
does  not  follow  that  a  state  which  has  by  careful 
supervision  over  fire  losses,  good  building  codes,  fire 
prevention  devices,  and  other  measures  reduced  the 
fire  loss  will  be  penalized  by  the  carelessness  of  other 
communities.  The  system  of  analyzing  the  amount  of 
fire  hazard  by  its  credit  and  debit  items  removes  this 
objection. 

The  aggregate  premium  collected  constitutes  a  fund 
from  which  all  losses  and  expenses  must  be  paid,  and  a 
sum  set  aside  each  year  to  constitute  the  unearned 
premium  reserve.  This  imeamed  premium  is  a  sum 
held  in  trust  by  the  company  for  its  policy-holders. 
It  represents  that  portion  of  the  protection  paid  for, 
but  not  yet  earned.  After  these  sums  are  deducted 
from  the  aggregate  premium,  the  remainder  constitutes 
the  '^  underwriting  profit.''  This  balance  includes  both 
interest  and  profit.  Some  years  show  an  underwriting 
profit  and  some  years  a  loss.  During  any  one  year, 
some  companies  show  a  larger  profit  than  the  average 
profit,  and  in  some  cases  no  profit  at  all  for  the  year* 
No  one  year  nor  any  one  company  affords  a  basis  upon 
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whieh  to  reach  a  conclusion  either  as  to  profitableness 
of  fire  insurance,  or  as  to  the  proper  rates  for  the  suc- 
ceeding year.  For  example,  the  underwriting  profit 
for  the  past  several  decades  in  fijre  insurance  has  been 
negligible.  Whether  the  expenkes  are  too  high,  or 
whether  the  rates  are  insufficient,  are  entirely  different 
questions. 

Ill 

CONFLAGBATIONS 

Conflagrations,  from  which  most  European  coimtries 
are  free,  are  a  very  disturbing  factor  in  making  fire 
insurance  rates  in  this  country.  The  general  absence 
of  conflagrations  in  Europe  as  compared  to  the  United 
States  is  due  to  the  following  causes:  difference  in  the 
character  of  the  construction  material;  difference  in  the 
building  codes;  difference  in  laws  referring  to  the  use  of 
buildings  and  the  occmrence  of  fires. 

Our  strong  individualism,  as  well  as  the  economic 
interest  involved,  has  made  us  unwilling  to  submit 
either  to  strict  regulations  governing  the  construction 
and  use  of  buildings,  or  to  the  inquisitorial  methods 
often  followed  in  order  to  determine  responsibility 
when  a  fire  occurs  in  many  European  countries.  We 
have  believed  it  has  been  cheaper  to  build  and  bum, 
then  build  again,  than  to  build  substantially.  If  a 
tenant  or  occupier  were  brought  before  a  magistrate  to 
show  cause  why  he  should  not  be  penalized  for  permit- 
ting a  fire  to  occur  in  a  building,  the  average  citizen's 
most  cherished  ideas  of  liberty  and  freedom  would  be 
violated.  Yet  a  fire  in  any  city  is  not  a  private  matter. 
The  public  interest  involved  becomes  more  apparent 
with  the  growth  of  cities  and  the  enormous  losses  result- 
ing from  recurrent  conflagrations. 
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No  other  factor  suggests  so  strong  an  argument 
against  the  practicability  of  making  rates  upon  the 
experience  of  a  particular  state,  whatever  may  be  the 
additional  weakness  of  the  plan  on  purely  theoretical 
grounds.  The  frequent  disposition  of  the  uninformed 
to  quote  the  practice  of  European  cities  in  this  respect 
proves  nothing  when  applied  to  the  United  States.  It 
is  doubtless  true  that  the  officials  of  the  companies  have 
in  the  past  distributed  this  conflagration  loss  by  crude 
methods,  but  distributed  it  has  been.  It  is  very 
questionable  if  the  states  will  be  willing  to  provide  for 
*  this  conflagration  loss,  either  if  they  make  or  closely 
supervise  the  rates.  The  citizens  may  readily  admit  the 
justice  and  necessity  of  distributing  the  loss  after  a 
conflagration  occurs  in  their  own  state,  but  not  a  small 
portion  of  the  late  criticism  against  fire  rates  has  arisen 
as  a  result  of  the  distribution  (in  part)  of  the  heavy 
losses  due  to  the  San  Francisco  and  Baltimore  fires. 

IV 

State  Lsgislation 

There  remain  to  be  considered  some  of  the  important 
characteristics  in  the  practice  of  rates  as  affected  by 
state  statutes.  There  are  laws  of  three  sorts  in  force 
in  many  of  the  states,  which  may  be  taken  as  an  expres- 
sion of  what  rates  should  be  in  practice  according  to  the 
legislators,  as  compared  to  what  they  should  be  in 
theory.  These  laws  are  the  valued  policy  law,  the 
anti-coinsurance  law,  and  the  anti-compact  law. 

(1)  The  valued  policy  law  is  in  brief  that  the  value 
expressed  in  the  policy  shall  be  taken  as  the  true  basis 
of  settlement.  The  company  must  pay  the  sum  stated 
in  the  policy.  This  would  seem  upon  first  considera- 
tion to  be  quite  proper,  since  in  a  contractural  relation- 
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ship  between  two  parties  there  should  be  no  doubt 
concerning  the  principal  thing  to  be  delivered.  But  a 
fire  insurance  contract  is  a  personal  contract  of  indem- 
nity. The  value  of  property  is  continually  changing, 
and  it  is  not  always  an  easy  matter  for  the  insurance 
company  to  determine  the  original  value  of  the  property, 
to  say  nothing  of  its  changing  values.  This  woidd 
involve  a  very  large  expense  for  inspection.  The  insurer 
must  expect  the  utmost  good  faith  on  the  part  of  the 
insured  in  making  the  contract.  Again,  it  is  another 
fundamental  characteristic  of  all  insurance  that  the 
insured  shall  in  no  way  gain  or  make  a  profit  from  the 
insurance  contract.  It  therefore  happens  that  in 
those  states  where  such  a  law  is  in  force  an  inducement 
is  offered  to  over-value  property  and  also  an  inducement 
to  be  careless  in  the  use  of  the  property.  Evidence  is 
not  wanting  that  a  number  of  cases  of  wilful  destruction 
occur  every  year  and  during  the  time  of  an  industrial 
dqneasion  the  number  of  such  cases  increases. 

The  legislator  and  the  public,  in  enacting  valued 
policy  laws,  directed  their  attention  solely  to  the  condi- 
tions at  the  end  of  the  contract,  that  is,  when  the  fiire 
occurred.  They  desired  to  be  assured  that  the  loss  in 
full  would  be  paid,  and  doubtless  the  practice  of  some 
companies  in  evading  pajrment  for  losses  is  largely 
responsible  for  these  laws.  Yet  no  honestly-managed 
company  has  any  objections  to  paying  the  full  indem- 
nity. The  means  used  to  correct  an  injustice  suffered 
by  some  property  owners  have  not  worked  to  the  advan^ 
tage  either  of  the  insured  or  insurer.  If  legislators  had 
considered  the  conditions  of  the  fiire  insurance  contract 
as  a  whole,  and  not  the  conditions  at  the  termination 
of  it,  they  would  have  recognized  that  valued  policy 
laws  increased  the  cost  of  insurance  in  two  ways. 
First,  there  is  the  added  expense  of  appraising  the 
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property  in  order  to  avoid  over-insuranoe.  This 
expense  must  be  borne  by  policy  holders.  It  must  be 
remembered  that  but  a  small  per  cent  of  insured  prop- 
erty is  destroyed,  and  the  additional  appraisal  expectae 
is  borne  by  all  for  the  sake  of  the  few  whose  property 
bums.  Second,  in  the  actual  working  of  the  law, 
appraisals  are  often  not  made  carefully,  and  many 
property  owners  are  able  to  secure  insurance  in  excess 
of  the  value  of  the  property.  This  means  that  the 
honest  property  holder  who  insures  his  property  has  an 
additional  charge  levied  upon  him  by  the  dishonest 
property  holder,  who  thus  uses  insurance  as  a  source 
of  gain  and  not  as  a  means  of  indemnification. 

The  insurance  charge  in  this  respect  resembles  a  tax. 
If  the  rate  of  taxation  is  determined  upon  the  true  value 
or  any  specific  percentage  value  of  the  property,  it  is 
essential  for  equity  in  pajrments  that  each  shall  return 
this  value  of  the  property.  If  any  one  person  does  not 
do  so,  the  remainder  will  be  compelled  to  bear  so  much 
more  tax,  since  a  certain  sum  of  money  must  be  raised. 
Similarly,  if  an  individual  collects  $1000  more  fire 
insurance  than  his  true  loss,  this  sum  must  come  from 
the  premiums  of  others.  Fire  insurance  is  not  a  com- 
modity, like  wheat,  which  can  be  sold  at  a  certain  price 
per  unit  and  which  can  be  purchased  in  any  quantity 
by  any  buyer  without  doing  an  injury  to  other  buyers. 
No  great  public  injury  is  suffered  when  an  individual 
purchases  ten  bushels  of  wheat  when  he  needed  only 
five  bushels.  But  the  same  individual  cannot  purchase 
$1000  worth  of  insurance  when  he  needs  only  $500 
worth  without  doing  an  injury  to  all  other  purchasers 
of  insurance. 

(2)  Coinsurance  is  a  method  under  which  the  prop- 
erty own^  has  his  losses  paid  only  in  the  proportion 
that  the  amount  of  the  insurance  he  purchases  bears 
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to  the  amount  of  the  insurance  whieh  the  company 
nonnally  expects  or  requires  him  to  buy.  That  is  to 
say,  he  becomes  a  coinsurer  for  himself  with  the 
company. 

The  anti-coinsurance  law  is,  therefore,  one  which 
prohibits  an  insurance  contract  from  containing  a 
clause  which  makes  the  insured  an  insurer  with  the 
company  in  case  his  property  is  not  insured  to  a  certain 
per  cent  of  its  value.  It  is  just  as  important  that 
property  be  not  under-insured  as  that  it  be  not 
over-insured.  To  prohibit  such  a  clause  is  to  make 
impossible  the  measurement  of  fire  hazard  and  the 
apportionment  of  it.  There  must  be  some  one  uniform 
ratio  of  insurance  to  value.  It  makes  no  very  great 
difference  what  this  ratio  is.  In  practice  it  has  become 
80  per  cent.  Some  property,  however,  cannot  be 
insured  at  20  per  cent  of  its  value  and  other  property 
at  80  per  cent  of  its  value,  if  the  charge  is  to  be 
equitably  apportioned. 

The  prevalence  of  such  a  law  has  worked  great 
injustice  to  small  property  holders  ui  favor  of  owners  of 
large  and  diverse  property.  The  owner  of  the  shop, 
the  store,  or  the  farm  is  prompted  by  his  own  interest 
to  insure  his  property  for  a  sum  near  to  its  true  value, 
since  the  loss  of  it  means  much  to  him.  But  the  owners 
of  large  and  distributed  manufacturing  property,  or 
large  mercantile  properties,  and  other  properties  which 
are  frequently  housed  in  fireproof  and  separated  build- 
ings, and  in  cities  with  good  water  and  fire  department 
protection  has  no  such  inducement.  The  losses  of  the 
latter  are  likely  to  be  only  partial,  and  a  small  amount 
of  insurance  gives  a  large  amount  of  protection.  Insur- 
ance for  30  per  cent  of  the  value  of  the  property  may  in 
the  latter  case  protect  as  well  as  80  per  cent  of  the  value 
of  the  property  in  the  former  case.    It  is  desirable  that 
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the  owners  should  each  msure  to  the  same  value,  and 
in  case  a  class  of  owners  do  not,  they  should  become 
coinsurers  with  the  insurer  for  Hie  difference  in  value 
between  the  insured  value  and  the  stated  basis,  as  for 
example,  80  per  cent.  There  is  no  other  one  cause  of  so 
much  discrimination  as  the  practices  encouraged  by 
these  anti-coinsurance  laws. 

It  must  be  imderstood  that  a  coinsurance  clause  has 
no  effect  upon  the  amoimt  due  to  the  insured  in  the 
event  of  a  loss,  large  or  small,  if  the  amount  of  insurance 
carried  by  him  equals  or  exceeds  the  percentage  of  the 
whole  value  of  the  property  insured  which  the  coinsur- 
ance clause  requires.  The  clause  is  of  no  effect  when 
there  is  a  complete  loss,  or  when  the  damage  equals  or 
exceeds  the  percentage  of  the  total  value  insured  which 
is  stipidated  in  the  coinsurance  clause.  It  is  only  when 
there  is  a  partial  loss  which  destrosrs  a  smaller  percen- 
tage of  the  value  of  the  property  than  that  stated  in  the 
coinsurance  clause.  Tlie  importance  of  the  clause  is 
increased  by  the  fact  that  the  greater  number  of  losses 
are  partial  losses.  The  relation  of  this  anti-coinsurance 
law  to  the  valued  policy  law  is  important.  The 
practical  operation  of  the  former  law  is  to  encourage 
the  under-insurance  of  property.  In  either  case  the 
cost  of  insurance  is  increased,  and  inequitable  rates  as 
regards  different  states  and  different  individuals  in  the 
same  state  result. 

(3)  The  third  set  of  laws  which  illustrate  the  dif- 
ference between  insurance  rates  in  theory  and  practice 
is  the  anti-compact  laws.  These  laws  are  very  conmion 
in  the  insurance  legislation  of  the  States.  In  brief 
they  prohibit  the  companies  from  agreeing  upon  uni- 
form rates.  They  express  the  firm  conviction  on  the 
part  of  many  people  that  competition  is  always  desir- 
able.    It  is  assumed  that  any  evidence  of  a  uniformity 
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in  charges  for  goods  or  service  is  proof  of  monopoly. 
It  is  not  recognized  that  the  companies  have  little 
control  over  the  chief  element  in  the  cost  of  the  service, 
that  is,  the  burning  rate. 

There  are  two  other  elements  in  the  cost  of  the  service 
besides  the  brnmog  rate,  viz.,  the  expense  element  and 
the  investment  return.  Over  the  expense  element 
the  company  does  have  some  control;  but  it  has  very 
little  control  over  the  element  of  investment.  The 
interest  rate  is  largely  independent  of  the  companies. 
Thus  two  of  the  three  factors  which  finally  determine 
the  rate  of  charge  are  largely  independent  of  particular 
company  influence.  Nevertheless,  competition  has 
sou^t  to  be  enforced  by  prohibiting  companies  from 
acting  jointly  in  the  measurement  of  fire  hazard,  and 
agreeing  upon  a  conmion  basis  of  rates.  Reckless 
operation  has  thus  been  encouraged  on  the  part  of 
some  companies.  Rate  wars  have  occurred.  Large 
fluctuations  in  rates  have  been  common.  Doubtless 
many  individuals  have  benefited  at  these  times  of  rate 
wars  by  securing  a  lower  rate.  But  the  practise  has  also 
made  possible  discrimination  between  the  large  prop- 
erty holder  who  could  bargain  more  successfully,  thus 
defeating  the  assumed  purpose  of  anti-trust  laws.  Not 
least,  such  laws  have  failed  to  reduce  the  fire  loss. 

Notwithstanding  the  numerous  laws  which  have  been 
enacted  in  different  states  to  prevent  monopoly,  the 
evidence  against  the  existence  of  monopoly  in  fiire 
insurance  is  undoubted.  The  late  realization  of  the 
potential  danger  of  monopoly,  due  to  disclosures  of 
evils  experienced,  has  made  the  public  super-sensitive 
and  lacking  in  discrimination  as  to  evidence  of  monop- 
oly. Some  states  have  enacted  anti-trust  laws  under 
which  insurance  companies  could  be  prosecuted  for  the 
most  trivial  agreement  in  regard  to  methods  of  con- 
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ducting  the  business.  Missouri  passed  a  law  which 
stated  that  the  use  by  two  companies  of  the  same 
schedule  of  rates  should  constitute  a  violation  of  the 
anti-trust  law,  notwithstanding  that  these  schedules 
were  made  by  an  independent  organization  not  engaged 
in  the  insurance  business.  The  companies  generally 
prepared  to  withdraw  from  the  state,  when  they  were 
informed  that  this  agreement  to  withdraw  was  also  a 
violation  of  the  anti-trust  law.  It  was  finally  agreed 
that  the  law  should  not  be  enforced,  pending  an  investi- 
gation of  the  whole  subject  of  fire  insurance  by  a  special 
commission. 

In  those  states  and  countries  where  no  anti-compact 
laws  are  in  force,  there  is  no  real  evidence  of  monopoly. 
New  companies  are  organized.  There  is  at  present  the 
greatest  need  to  compel  companies  to  agree  upon  rates 
and  to  enforce  an  adherence  to  such  rates,  derived  from 
past  experience  and  a  proper  analysis  of  fire  hazard. 
Nor  would  such  an  enforced  agreement  mean  that  the 
fire  charge  would  be  stationary,  nor  that  approval 
wpuld  be  given  to  a  stated  expense  element  in  the  final 
charge.  Each  company  would  have  an  inducement  to 
practise  economy  in  expense,  and  to  increase  its  effi- 
ciency in  whatever  manner  this  was  possible.  The 
price  of  the  service  under  such  conditions  would  be  a 
reflection  of  the  most  efficient  producing  unit. 

The  state  might,  theoretically,  make  just  as  scientific 
rates  as  is  now  done  by  private  organizations  and  the 
companies,  but  those  who  argue  for  the  assumption  of 
such  a  function  by  the  state  should  be  aUe  to  answer 
dearly  two  questions:  First,  what  are  the  grounds  for 
the  state's  thus  invading  the  field  of  private  business  7 
What  is  the  nature  of  the  public  injury  threatened 
which  under  our  theory  of  government  would  justify 
this  extension  of  its  functions  7     Second,  what  assur- 
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ance  can  be  given  that  under  such  a  system  due  con- 
sideration will  be  given  to  ih&t  wider  basis  of  rating 
which  is  necessary  to  secure  fair  rates  for  all  ?  Would 
not  state  interest  demand  that  undue  consideration  be 
given  fire  losses  in  the  particular  state  ? 

Further^  since  insurance  is  so  completely  a  subject  for 
state  r^ulation,  it  may  be  asked  what  can  be  gained 
by  a  system  of  state  rating  which  could  not  equally 
as  well  be  secured  by  a  proper  supervision  of  rating. 

Summing  up,  we  may  say  that  the  public  is  pri- 
marily interested  in  the  fire  insurance  contract  in  order 
to  assure  the  buyer  of  insurance  that  the  seller  is  able 
to  fulfill  his  part  of  the  contract.  This  interest  is 
peculiarly  justified  by  the  fact  that  the  buyer  has  no 
satisfactory  means  of  determining  the  solvency  of  the 
insurance  company.  The  thing  sold,  that  is,  indemnity, 
has  no  tangible  expression  by  which  the  buyer  can 
judge  its  quality.  This  fact  is  also  the  basis  for  the 
present  agitation  for  the  enactment  of  laws  which  will 
give  to  a  public  ofiicial  the  power  to  supervise  the 
organization  of  companies,  the  sale  of  their  stock,  and 
their  liquidation  in  case  of  insolvency.  The  state  may 
also  properly  supervise  rates  in  order  to  secure  equitable 
charges  for  all  purchasers  of  insurance.  The  working 
of  competition  will  probably  prevent  excessive  returns 
for  the  service  rendered  as  a  whole,  but  it  cannot  pre- 
vent discrimination  between  individuals  and  classes  of 
property. 

W.  F.  Gephabt. 

WAfiHrncraoN  Unitbbsitt, 
St.  Louis,  Mo. 
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RENT  UNDER  THE  ASSUMPTION  OF 
EXHAUSTIBILITY 

SUMMARY 

The  abstract  character  of  the  conception  of  land  as  the  basis  of  rent, 
466.  —  Modification  of  the  rent  theory  according  to  the  possibility  of 
preventing  exhaustion,  460.  —  Effect  of  the  assumption  of  exhaustion 
upon  the  economic  intensity  of  utilisation,  471.  —  Lifluence  of  the  rate 
of  interest  on  intensity  of  utilisation,  474.  —  Influence  of  prices  on 
intensity  of  utilisation,  477.  —  Determination  of  the  extensive  margin, 
480.  —  The  so-called  royalty  from  mines  forms  a  part  of  economic  rent; 
Bicardo's  discussion,  481.  —  Relation  of  royalties  and  rents  to  prices, 
485.  —  Incidence  of  taxation  under  the  modified  assumptions,  486.  — 
Conclusion,  488. 

In  the  infancy  of  economic  science  rent  was  distin- 
guished from  other  forms  of  income  as  the  periodic 
return  from  the  use  of  land.  And  because  land  itself 
was  regarded  as  one  of  the  great  agents  in  production, 
the  existence  of  a  peculiar  type  of  income  attributable 
to  it  appeared  particularly  suitable. 

This  complete  correlation  between  rent  as  an  income 
and  land  as  its  source  was  not  destined  to  continue. 
In  the  England  of  the  classical  school  rent  was  usually 
a  form  of  income  which  seemed  to  leave  the  basis  of 
income  unimpaired.  Year  after  year  the  landowner 
might  receive  a  substantial  return  without  decreasing 
the  capital  value  of  his  investment.  It  is  not  strange 
that  the  imperishability  of  the  basis  of  rent  came  to  be 
considered  an  essential  characteristic  of  rent  as  a  form 
of  income.  It  became  necessary,  therefore,  to  define 
anew  the  basis  of  rent  so  that  it  might  conform  to  this 
preconceived  essential  characteristic  of  rent  itself. 
Accordingly  Ricardo  modified  the  economic  concept  of 
land  as  the  source  of  a  rent  payment,  and  introduced  the 
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afisumption  that  rent  is  a  payment  for  '^  the  origmal  and 
indestructible  qualities  of  the  soil.''  Later  writers  have 
interpreted  Bicardo's  criterion  of  land  more  rigorously 
than  did  Ricardo;  and  after  passing  through  a  process 
of  gradual  refinement,  the  Bicardian  assumption  has 
been  reduced  to  its  extreme  form  in  Professor  Conmions' 
conclusion  that  the  property  of  e3ctension  is  the  essential 
quality  which  distinguishes  land  from  other  kinds  of 
goods  and  constitutes  the  basis  of  rent.^  Thus  the 
concept  of  land  as  the  basis  of  rent  has  been  gradually 
reduced  to  an  abstraction. 

A  practical  man  might  well  ask  why  it  is  necessary  to 
develop  an  elaborate  and  peculiar  doctrine  to  explain 
the  value  of  the  services  of  natural  agents  when  by  very 
assumption  a  large  part  of  natural  agents  are  excluded 
from  the  scope  of  the  explanation.  Why  must  rent  be 
a  payment  for  an  original  and  indestructible  property 
in  order  to  be  rent  ?  The  question  is  a  part  of  the  long 
continued  dispute  as  to  the  desirability  of  distinguishing 
land  from  capital,  and  rent  from  other  forms  of  income. 
It  is  not  necessary,  however,  in  this  connection,  to 
wander  so  far  afield.  This  question  may  be  disregarded 
if  it  can  be  shown  that  indestructibility  is  not  a  charac- 
teristic which  separates  rent  from  other  forms  of  income. 
The  ground  will  then  be  clear  for  a  reconsideration  of 
the  rent  theory  under  the  assumption  of  exhaustibility. 

In  one  sense  there  is  no  basis  of  rent  which  is  im- 
perishable. For  there  is  no  conceivable  basis  which 
might  not  lose  its  utility,  and  therefore,  its  ability  to 
yield  a  rent.  A  change  in  social  demand  may  cause 
even  the  property  of  extension  to  lose  the  ability  to 
yield  a  rent.  However,  it  may  be  alleged  with  justice 
that  the  word  indestructible  has  been  employed   by 

>  ProfeflBor  Manhall  leems  inclined  to  a  nmiUr  view,  altho  he  htm  not  oome  out 
nnneeiTedly  in ita favor.    Frineiplee  of  £oonoinioe«  Stlied..  bk.  iv,  ehap.  ii,  leo.  i. - 
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Ricardo  and  his  followers  in  quite  another  sense:  in 
the  sense  that  the  use  for  which  rent  is  paid  does  not 
cause  the  impairment  of  the  basis  of  rent.  In  this 
sense  the  basis  of  rent  may  be  indestructible.  The 
clearest  illustration  is  urban  land.  In  the  case  of  agri- 
cultural land  also  it  is  frequently  poisisible  to  isolate  the 
income  attributable  to  the  indestructible  properties. 
When  the  elements  which  are  exhausted  are  econonu- 
cally  replaceable,  the  expense  of  replacement  determines 
the  value  of  the  exhausted  elements;  and  the  remainder 
of  the  total  surplus  may  be  considered  the  rent  of  the 
inexhaustible  properties.  In  many  cases,  however,  it 
is  not  possible  to  isolate  the  returns  assignable  to  the 
indestructible  properties.  In  the  case  of  mines,  for  in- 
tance,  it  is  impossible  to  separate  the  value  of  the 
exhausted  properties  from  the  value  of  the  inexhaustible 
properties.  It  is  easy  to  determine  how  much  the 
capital  value  of  a  coal  mine  is  reduced  by  the  process 
of  use.  But  this  capital  value  is  nothing  more  than 
the  present  value  (A  the  surplus  income  from  the  mine 
during  a  period  of  time,  —  that  is,  the  present  value  of 
the  total  rent  which  it  will  yield,  —  and  this  rent  con- 
sists of  two  indistinguishable  elements:  the  return  for 
the  coal  used  up  and  the  return  for  the  site  value  of 
that  coal.  A  similar  impossibility  exists  in  the  use  of 
agricultural  land  when  it  is  more  profitable  to  exploit 
the  soil  than  to  conserve  it:  for  instance,  under  frontier 
conditions. 

It  seems  clear,  then,  that  under  the  Ricardian  assump- 
tion rent  may  be  referred  to  a  small  part  only  of  the 
total  category  of  natural  objects.  Moreover  it  is  fre- 
quently impossible  to  distinguish  rent  from  the  income 
of  the  destructible  elements.  These  facts  appear  to 
justify  an  attempt  to  alter  the  Ricardian  statement  of 
rent  in  such  a  way  as  to  avoid  the  necessity  of  assum- 
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ing  that  rent  is  paid  only  for  the  **  indestructible  quali- 
ties of  the  soil." 

Exhaustion  consists  either  in  a  change  of  place  or  in 
a  change  of  form.  Ck>al  may  be  removed  from  a  mine 
and  continue  undestroyed.  In  this  case  the  exhaustion 
is  merely  relative  to  a  given  locality.  So  far  as  the 
theory  of  rent  is  concerned,  it  is  the  exhaustion  with 
reference  to  a  particular  locality  that  is  of  primary  im- 
portance whether  the  valuable  elements  are  absolutely 
consumed  or  merely  removed  to  another  location. 

This  exhaustion  with  reference  to  location  may  be 
prevented  by  restoring  other  elements  of  the  same  kind 
in  place  of  those  removed  in  the  process  of  utilization. 
Whether  or  not  this  is  true  depends  to  a  large  extent 
upon  economic  conditions.  For  instance,  it  is  physi- 
cally possible  to  restore  a  forest,  but  such  a  restoration 
may  not  pay.  It  is  even  physically  possible  to  restore 
mineral  that  has  been  removed  from  a  mine,  but  it  is 
hardly  conceivable  that  it  would  ever  be  economical. 
Even  in  the  case  of  agriculture,  the  experience  of  the 
world  has  abundantly  proven  that  restoration  is  fre- 
quently unprofitable.  In  this  sense  exhaustion  may 
be  characteristic,  under  certain  conditions,  of  nearly 
all  natural  objects. 

The  relation  of  the  assumption  of  exhaustion  to  the 
theory  of  rent  largely  depends  upon  the  possibility  of 
preventing  exhaustion  so  far  as  a  given  locality  is  con- 
cerned. It  is  necessary,  therefore,  to  consider  several 
cases  which  may  be  presented  schematically  as  follows: 

1.  Prevention  of  exhaustion  is  economical. 

(a)  May  be  effected  without  additional  expense. 

(b)  Requires  additional  expense. 

2.  Prevention  of  exhaustion  is  not  economical. 
When  prevention  requires  no  extra  expense,  the  Ri- 

cardian  theory  is  not  invalidated  by  the  assumption  of 
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exhaustion.  The  entire  return  attributable  to  land  is 
a  surplus  which  accrues  so  long  as  the  conditions  of 
demand  and  supply  remain  unchanged.  Exhaustion 
occxus;  but  the  process  of  restoration  is  merely  inci- 
dental to  the  process  of  most  profitable  utilization. 
Likewise,  the  assumption  that  exhaustion  is  preventable, 
provided  it  is  profitable  to  incur  an  extra  expense  for 
that  purpose,  does  not  seriously  impair  the  Ricardian 
theory  of  rent.  The  extra  expense  either  may  be  con- 
sidered a  part  of  the  expense  incident  to  the  process 
of  production  or  may  be  charged  against  the  land  and 
deducted  from  its  net  return.  In  both  cases  the  rent, 
after  all  deductions  are  made,  will  be  the  same.  The 
difference  is  merely  one  of  accounting. 

In  those  cases  where  the  prevention  of  exhaustion  is 
either  impossible  or  unprofitable,  a  considerable  read- 
justment of  the  rent  doctrine  is  necessary  if  the  assump- 
tion of  inexhaustibility  is  to  be  avoided. 

Under  the  assumption  of  inexhaustibility  land  re- 
sembles labor  in  the  sense  that  it  perishes  through 
non-use  rather  than  through  use.  If  it  is  capable  of 
furnishing  a  valuable  service  year  after  year,  the  failure 
to  utilize  it  in  any  year  is  the  source  of  loss,  just  as  labor 
suffers  loss  from  unemployment.  When,  however,  it 
is  assimied  that  the  benefits  that  may  be  derived  from 
the  natural  object  are  exhaustible  and  non-replaceablei 
the  point  of  view  is  altered.  The  owner  of  a  valuable 
coal  deposit,  for  instance,  desires  to  derive  the  ma^ximum 
benefit  from  the  limited  supply  which  he  owns.  If  for 
any  reason  less  benefit  can  be  derived  by  inmiediate 
removal  and  sale  of  the  coal  than  by  waiting  until  some 
futiure  time,  it  may  be  profitable  to  postpone  utilization. 

The  simplest  condition  that  might  produce  this  result 
is  an  expected  alteration  in  the  price  of  coal.  If  the 
price  is  rising  and  the  prospect  is  that  the  rise  ¥dll 


Digitized  by 


Google 


THB  ASSUMPTION  OP  BXHAUSTIBILITY         47X 

coatinue,  the  owner  of  the  mine  will  find  it  to  his 
interest  to  take  out  but  little  coal  in  the  present.  This 
18  true  because  the  resources  at  his  disposal  are  limited. 
Obviously  this  motive  would  not  exist  if  the  basis  of 
income  were  perpetual.  Likewise  a  lowering  of  the 
prices  of  those  factors  which  enter  into  the  expenses  of 
production  will  make  profitable  a  postponement  of  re- 
moval. On  the  other  hand,  a  decrease  of  prices  of  the 
product  or  an  increase  of  the  prices  of  the  factors  of 
expense,  in  so  far  as  such  changes  are  continuous  or 
anticipated,  will  create  motives  for  rapid  utilization. 

Outside  of  mere  price  change,  however,  the  owner  of 
the  mine  will  be  moved  by  still  more  fundamental  con- 
siderations. One  of  these  considerations  is  diminishing 
productivity.^  According  to  the  Ricardian  theory  of 
rent  the  landowner  will  find  it  to  his  interest  to  add 
units  of  labor  and  capital  to  a  given  surface  of  land  up 
to  the  point  where  the  last  imit  applied  just  equals  the 
product  which  might  be  derived  from  its  employment 
on  marginal  land.  In  familiar  phraseology,  labor  and 
capital  are  added  up  to  the  intensive  margin  of  culti- 
vation. According  to  the  theory,  such  a  ratio  between 
the  factors  of  production  will  yield  the  maximum  rental 
to  the  landowner,  under  the  given  conditions.  The 
exhaustibility  of  the  natural  resource,  however,  dictates 
a  different  course.  The  owner  of  the  mine  may  well 
hesitate  to  proceed  beyond  the  point  of  maximum  aver- 
age returns  per  unit  of  expense.*  At  this  rate  of  removal 
the  average  net  return  per  ton  of  coal  is  a  maximum, 
since  the  average  expense  of  removal  per  ton  is  a  mini- 

>  Tbk  phnun  ia  naed  to  designate  the  deoreaee  in  product  which  resulte  from  the 
faiwee  in  the  expenditure  for  the  other  f acton  of  production  applied  to  a  given 
loffaee  of  land. 

«  In  a  etxMt  productivity  theory  of  distribution  it  would  be  necteary  to  continue 
the  eompariaon  of  the  unitaol  labor  and  capital  instead  of  mbetittttins  unite  of  expense, 
riaes  the  latter  ■ssiifne  the  determination  of  the  value  of  labor  and  capital.  In  the 
eoBsUention  of  the  policy  of  a  shagle  entrepreneur,  however,  it  need  not  be  seriously 
i  to  employ  the  more  convenient  and  more  easily  illustrated  idea  of  expense. 
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mum.  The  attempt  to  appropriate  the  coal  more 
rapidly  results  in  a  diminwhing  product  per  unit  iA 
expense  and,  therefore,  a  diminishing  average  net  return 
per  ton  of  coal.  Were  the  mine  owner  influenced  by 
no  other  consideration,  his  interest  would  demand  that 
no  more  coal  be  removed  at  any  time  than  can  be  re^ 
moved  at  a  minimum  average  expense  per  ton.  If  he 
is  willing  to  wait  for  the  return  from  his  coal,  he  can 
postpone  for  future  removal  all  coal  over  and  above 
that  amotmt  which  can  be  removed  at  a  minimum 
average  expense  per  ton. 

The  point  may  be  illustrated  by  the  accompanying 
table,  which  shows  the  results  of  removing  various 
quantities  of  coal  from  a  mine  during  a  definite  pmod 
of  time  —  one  year.  It  is  assumed  for  convenience  that 
each  ton  of  coal  is  worth  $1.00;  so  that  the  same 
figures  represent  both  the  quantity  and  the  value  of 
the  product. 

TABLE  I 


VariaUoM  wOteNti  Return  in  the  Remooal  cf  Varying  QuanHUM 

of  Coal  in  a  Given  Period  of  Time 

TCinovBa 

(tOM) 

Vtlua 

of  rod 

remoTvd 

(dolU») 

Expense 

ol  removal 

per  100 

tone 

Total 

net 

tetum 

Averace 

net 
letuna 

lofftooa 

Inoieaae 
in  expense 
due  to  the 
removal  of 
eaehaddl 

100  tons 

mftTimnm  net 

returns  per 

100  tons 

100 

100 

$120 

-120 

-120 

200 

200 

100 

00 

00 

« >  • 

900 

900 

80 

60 

20 

•  •  • 

400 

400 

50 

200 

50 

•  •  • 

... 

500 

500 

52 

240 

160 

$40 

000 

000 

55 

270 

70 

SO 

700 

700 

59 

287 

83 

17 

800 

800 

04 

288 

99 

1 

900 

000 

68 

288 

100 

0 

1000 

1000 

78 

270 

. . . 

•  •  . 

1100 

1100 

79 

231 

... 

... 
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The  figures  in  the  table  show  that  the  mininiiiTn 
aTerage  expense  per  ton  is  achieved  by  taking  out  400 
tons  of  coal  during  the  year.  If  more  than  this  amount 
18  removed,  each  ton  will  yield  a  smaller  net  return  than 
if  its  removal  is  postponed  until  it  may  be  effected  at 
the  minimum  expense.  Were  the  mine  an  inexhaust- 
ible basis  of  income,  there  would  be  no  necessity  for 
sdicitude  on  account  of  the  fact  that  each  ton  yields 
less  than  a  possible  maximum.  The  interest  of  the 
owner  would  dictate  the  extraction  of  eight  hundred 
tons  of  coal.  At  this  point  the  value  of  an  additional 
one  hundred  tons  just  equals  the  expense  of  its  removal. 

It  is  necessary  to  turn  aside  for  a  moment  to  con- 
sider certain  confusions  which  are  involved  in  the  con- 
cepts of  diminishing  productivity  and  diminishing 
returns  as  applied  to  mines. 

Some  writers  haye  denied  that  a  mine  is  subject  to 
the  law  of  diminishing  productivity.  Altho  admitting 
that  the  extension  of  mining  to  other  fields  as  well  as 
to  lower  depths  may  be  subject  to  diminishing  return, 
Ftofessor  Marshall  appears  to  deny  the  diminishing 
productivity  which  r^ults  from  an  attempt  to  accel- 
erate the  process  of  extraction  by  an  increased  appli- 
cation of  the  other  factors  of  production  to  a  given 
surface.  He  compares  a  mine  to  a  reservoir.  '^  The 
more  nearly  a  reservoir  is  exhausted,^'  he  says,  '^  the 
greater  is  the  labor  of  pumping  from  it:  but  if  one  man 
could  pump  it  out  in  ten  days,  ten  men  could  pump 
it  out  in  one  day,  and  when  empty,  it  would  yield  no 
more."  ^  It  is  not  denied  that  the  physical  possibility 
suggested  by  Marshall  may  occur  in  some  cases.  The 
probid[>ility,  however,  of  an  indefinite  acceleration  of  the 
rate  of  removal  without  incmring  an  increased  expense 


'FriadplMofl>»iioiiiiot,bk.iv,«hap.ffi,notioii7.  J.  8.  MDl  esptcaed  a  rimflw 
t  mora  coAidedljr.  wHh  n^peot  to  ooDlerles  and  oUmt  raoh  nivfMe  depodU, 
b«t  Bo(  vhh  iMpeei  to  ovdinMy  mSiMt.     Priiidi>lei,  bk.  iii,  ohap.  t,  notion  8. 
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per  unit  of  result  appears  to  be  very  unlikdy  in  ordi- 
nary circumstances.  Even  in  the  case  of  surface  de^ 
posits,  such  as  those  of  the  Mesabi  Range,  the  attempt 
to  remove  the  entire  surface  supply  in  a  very  short 
period  would  entail  a  much  larger  investment  in  fixed 
capital  than  would  be  necessary  over  a  longer  period. 
In  the  case  of  mines  where  the  sinking  of  shafts  is  neces- 
sary, an  increase  of  the  rate  of  utilization  must  often 
mean  the  sinking  of  an  increased  number  of  shafts  and 
the  provision  of  a  more  elaborate  equipment  than  would 
be  required  for  a  lengthier  period  of  extraction.  It 
appears  fairly  safe  to  assume  that,  as  a  general  rule  to 
which  there  may  be  certain  exceptions,  the  law  of 
diminishing  productivity  is  applicable  to  mining  as  well 
as  to  agricultiUB. 

It  must  be  clearly  understood  that  the  term  diminish- 
ing productivity  as  employed  above  has  been  used  in 
the  sense  in  which  Ricardo  used  it;  that  is,  with  regard 
to  successive  applications  of  labor  and  capital  to  a 
given  surface  of  land.  The  conclusion  that  the  owner 
of  a  mine  may  stop  short  of  the  point  where  the  last 
imit  of  expenditiure  just  equals  its  product  constitutes 
an  exception  to  the  modern  productivity  theory  only 
when  the  quantity  of  land  is  measured  by  surface. 
After  the  quantity  of  coal  to  be  removed  has  been  de- 
termined, the  ordinary  statement  of  the  productivity 
theory  is  applicable.  In  the  removal  of  that  coal  ex- 
penditures will  be  profitable  so  long  as  an  additional 
outlay  facilitates  the  process  of  removal  to  a  sufficient 
ex1;ent  to  justify  the  expenditiu^. 

The  influence  of  the  rate  of  interest  has  thus  far  been 
disregarded.  It  is  obvious,  however,  that  the  ten- 
dency for  the  owner  of  the  mine  to  postpone  for  future 
removal  all  coal  which  would  otherwise  have  to  be 
removed  at  an  increased  average  expense  per  ton  is 
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counteracted  by  the  fact  that  the  present  value  of  the 
return  from  future  removal  is  lessened  by  the  discount 
on  the  future.  The  net  return  from  each  ton  removed 
in  the  present,  even  at  an  increased  expense,  may  be 
greater  than  the  present  value  of  the  same  coal  removed 
at  minimum  expense  in  the  future.  The  basis  of  com* 
parison,  of  Course,  beyond  the  point  of  maximum  aver- 
age net  returns  must  be  the  net  return  from  the  removal 
of  an  additional  quantity  of  coal  (columns  six  and 
seven  of  table  one),  not  the  average  net  return. 

TABLE  II 

Prtaent  Valves  of  the  Net  Returns  Derived  from  the  Removal  of  Various 

QuanHties  of  Coal  ai  Different  Ftiture  Periods  with  Interest  ai 

Ten  Per  Cent 


Prwent  Value  of 

No. 
Tons 

l9t 

Yr. 

2d 
Year 

3d 
Year 

4th 
Year 

5th 
Year 

6th 
Year 

7th 
Year 

8th 

The  maximum 
l^averace  net  xe- 
tttunperlOOtone 

tons 

400 

500 
600 
700 

850 

40 

80 

17 

1 

0 

145.45 

36.86  + 
27.27  + 
15.45  + 

841.66  + 

88.83  + 
25.00 
14.16  + 

•88.46  + 

80.76  + 
28.07  + 
13.07  + 

835.71  + 

28.57  + 
21.42  + 
12.14  + 

883.88  + 

26.66  + 
20.00 
11.83  + 

831.25+ 

25.00 
18.75 
10.62  + 

829.41  + 

28.52  + 
17.64  + 
10.00 

800 
900 

.58  + 
0 

Table  II  illustrates  the  theoretical  method  of  deter- 
mining the  rate  of  utilization  as  a  resultant  of  the  two 
antagonistic  factors:  diminishing  productivity  and  the 
discount  on  the  returns  from  future  removal  (assumed 
to  be  ten  per  cent).  If  the  total  quantity  of  coal  to  be 
removed  under  the  assumed  conditions  is  only  twelve 
hundred  tons,  there  is  no  reason  for  the  mine  owner  to 
remove  more  than  four  hundred  tons  a  year;  for  the 
present  value  of  the  net  return  of  the  last  four  hundred 
tons  removed  in  the  third  year  is  $41.66,  whereas  the 
removal  of  an  additional  one  hundred  tons  in  the  first 
year  will  yield  a  net  return  of  only  forty  dollars.     If 
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the  eatire  quantity  of  coal  is  3,700  tbos,  the  owner  of 
the  mine  will  find  it  desirable  to  remove  six  hundred 
tons  in  the  present;  for  the  sixth  hundred  tons  could  not 
be  removed  at  any  time  in  the  future  so  as  to  yield  a 
greater  net  return  than  thirty  doUars.  If  postponed 
until  the  eighth  year,  the  present  value  of  the  net  re- 
turn is  only  $29.41. 

In  the  theory  thus  far  presented,  certain  conditions 
have  been  left  out  of  account  for  the  sake  of  simplicity. 
In  the  first  place,  it  is  assumed,  with  Ricardo,  that  the 
landlord  has  the  option  of  leasing  the  land  to  others  or 
of  using  it  himself.  This  assiunes,  of  course,  that 
the  landlord  will  so  adjust  the  contract  in  case  of  a 
lease  that  the  mine  will  yield  the  maximum  rent  which 
might  be  derived  from  his  own  utilization.  The  limi- 
tations of  this  assumption  need  not  be  further  con- 
sidered here. 

In  the  second  place,  the  ideal  rate  of  utilization  illus- 
trated above  implies  operation  on  a  large  scale  in  the 
first  year,  with  a  decline  in  the  magnitude  of  operation 
in  successive  years.  It  will  be  necessary  to  employ  a 
larger  amount  of  fixed  capital  in  the  first  year  than  in 
successive  years.  A  part  of  this  fixed  capital  provided 
for  the  larger  scale  of  operation  in  the  first  year  will  be 
wasted.  It  will,  therefore,  pay  for  the  entrepreneur 
to  adjust  his  rate  of  removal  so  that  the  rate  of  utilizsr 
tion  will  be  more  nearly  uniform.  This  rate  will  be 
somewhere  between  the  two  extremes  represented  by  the 
maximum  rate  of  utilization  in  the  first  year  and  the 
minimum  utilization  of  the  last  year.  A  third  modifi- 
cation is  made  necessary  by  the  fact  that  in  the  above 
consideration  of  the  economic  rate  of  utilization  sub- 
stantially constant  returns  were  assumed.  No  allow- 
ance was  made  for  the  possibility  that  the  removal  oi 
coal  in  the  first  year  may  change  entirely  the  condi- 
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tions  of  removal  in  the  second  year.  The  removal  of 
the  400  tons  may  have  exposed  coal  which  is  not  only 
of  a  better  quality  but  also  capable  of  being  removed  at 
less  expense  per  ton  than  the  coal  removed  during  the 
first  year.  On  the  other  hand^  the  deposit  made 
accessible  by  the  removal  of  the  400  tons  may  be  of 
an  inferior  quality  and  so  situated  that  the  average 
expense  of  removal  per  ton  will  be  greater  than  for 
removal  in  the  first  year.  This  may  be  true  because 
of  greater  depth  or  special  difficulties  encountered^  such 
a£i  water  or  gas  or  the  thinness  of  the  vein  of  coal.  In 
short,  mining  is  subject  either  to  the  law  of  increasing 
returns  or  to  the  law  of  diminishing  retmns  or  to  both 
tendencies  alternately  according  to  conditions.^ 

The  assumption  of  decreasing  returns  would  not  affect 
the  above  conclusions.  The  owner  of  the  mine  would 
have  no  motive  to  accelerate  the  rate  of  removal  of  his 
coal  simply  to  get  access  to  the  less  profitable  coal 
at  lower  depths.  Under  the  assumption  of  increas- 
ing returns,  however,  a  more  rapid  removal  in  the 
present  mi^t  be  justified  by  the  fact  that  the  larger 
net  returns  from  the  mine  are  in  the  future  and  are 
subject  to  the  discount.  With  this  modification  the 
principles  of  utilization  as  above  outlined  will  continue 
applicable. 

The  influence  of  differences  in  the  price  of  the  product 
has  thus  far  been  disregarded.  In  an  earlier  part  of 
this  paper  the  effect  of  changing  prices  wa£i  discussed. 
The  influence  of  higher  or  lower  price  levels  must  now 
be  considered. 

It  should  be  noted  that,  were  there  no  discount  on 
the  future,  a  higher  price  level  would  not  necessarily 
change  the  economic  rate  of  utilization.     It  might  still 

>  Hlefdo  bdigvd  the  law  of  diminfahim  retnmfa  oamMJly  cihwatteriitic  of  miniiit.' 
FkiiMiplM  of  Political  Eoonomy,  «hap.  iiL  On  the  pooribflity  of  inonaaiag  ratarna*  of. 
TMMig.  PrinotplM  of  Eoonomice,  toL  ii,  p.  t». 
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be  economical  to  extract  the  coal  at  the  pomt  of  nuud- 
mum  average  net  returns  per  unit  of  coal,  as  deteimiDed 
by  the  physical  conditions  of  appropriation  and  the 
expense  of  the  other  factors. 

TABLE  lU 

VaruJioM  in  the  Net  Rdum  of  Varying  Quantiiiei  cf  Cooi  tn  a 
Qiotn  Period  of  Time  (Price  of  Coal  $BM  Per  Ten) 


Ittcteaae 

isezpenae 

gjj^ 

Vtlue 

of  OOBl 

AwNP* 

vspvottt 
of  remor- 

Total 
net 

Average 

net 
returns 

due  to  re- 
moval of 

eaehaddl 
100  tone 

Netratantf 
lOOtoulMroMi 

remored 

remored 

•1  per  100 

return 

per  100 

beyoDdthe 

t]ie,poiat«f 

(tons) 

tmis 

tons 

point  of 

av.net 
rstuna 

mamnnm  w. 

100 

$200 

$120 

ISO 

ISO 

200 

400 

100 

200 

100 

. . . 

900 

600 

80 

360 

120 

... 

400 

800 

50 

600 

150 

... 

.  •  • 

500 

1000 

52 

740 

148 

60 

140 

600 

1200 

55 

870 

145 

71 

ISO 

700 

1400 

59 

987 

141 

83 

117 

800 

1600 

04 

1088 

136 

99 

101 

900 

1800 

68 

1188 

132 

100 

100 

1000 

2000 

73 

1270 

127 

118 

82 

1100 

2200 

79 

1331 

121 

139 

61 

1200 

2400 

87 

1356 

113 

175 

25 

1300 

2600 

96 

1352 

104 

204 

-4 

1400 

2800 

106 

1316 

94 

236 

-^ 

This  point  is  illustrated  in  Table  III,  which  is  similar 
to  Table  I,  except  that  the  price  of  coal  is  doubled.  The 
difference  between  the  average  net  returns  per  hundred 
tons  remains  the  same.  The  effect  of  the  rise  of  price 
is  merely  to  add  one  hundred  dollars  to  the  net  return 
per  himdred  tons  in  every  case  no  matter  what  the 
quantity  removed.  The  point  of  maximuni  net  returns 
is  not  changed. 
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Altho  a  higher  level  of  prices  does  not  necessarily 
compel  a  change  in  the  rate  of  utilization  when  there  is 
no  discount  on  the  future,  such  a  discount  will  affect 
the  relative  merits  of  present  and  future  removal,  and, 
therefore,  the  rate  of  utilization.  For  under  the  higher 
prices  the  magnitude  of  the  net  return  per  himdred 
tons,  both  in  present  and  in  future,  is  increased  by  the 
same  amount.  Because  of  the  increase  in  the  amount 
of  the  net  return  the  discount  of  the  net  return  for  a 
future  use  wiU  restdt  in  a  larger  deduction  in  arriving 
at  present  value  than  before  the  rise  of  price.  Conse- 
quently the  future  use  will  be  relatively  less  desirable 
than  its  competing  present  use. 

TABLE  IV 

PreterU  Vaiue9  of  the  Net  Returns  derived  from  the  Removal  of  Varioue 

QuanHHes  of  Coal  ai  Different  Periods  loith  Interest  at  Ten  Per  Cent 

(Price  of  Coal  Se.00  Per  Ton) 


Pnte&t  Value  of 

Tons 

1st 

Yr. 

2d 
Year 

8d 
Year 

4th 
Year 

5th 
Year 

6ih 
Year 

7th 
Year 

8th 
Year 

TlM  mazimum 
avence  net  n- 

400 

500 

600 

700 

800 

000 

1000 

1100 

1200 

8150 

140 
180 
117 
101 
100 
"82 
61 
25 

1186.86  + 

127.27  + 
118.18  + 
106.86  + 

rooi+ 

:   00.00  + 
74.54  + 
55.45  + 
22.72  + 

$125.00 

116.66  + 
108.88  + 

i" '07:50+ 

84.16  + 
83.88  + 
68.83  + 
50.83  + 
20.88  + 

1115.88  + 

107.60  + 
100.00 

"ob.ob'" 

77.60+ 
76.02  + 
68.07  + 
46.02  + 
10.28  + 

1107.14  + 

100.00 
V  02185  + 
88.57  + 
72.14  + 
71.42  + 
58.57  + 
48.52  + 
17.85  + 

1100.00   : 

108.75 

87.50 
81.26 
78.12  + 
68.12+ 
62.50 
51.25 
88.12+ 
15.62  + 

188.28+ 

toiiitperlOOtoiifl 

Prannt  Tahw  of 
tlw    net    rsfturn 
from  aaeh  addi- 
tlonal  100  ions.. 

j  08.88  + 
86.66  + 
78.00 
67.88  + 
66.66  + 
54.66+ 
40.66+ 
16.66+ 

82.85+ 
76.46+ 
68.82  + 
50.41  + 
58.8a- 

14.70-  - 

This  point  is  illustrated  in  Table  IV,  in  which  all  the 
conditions  are  the  same  as  in  Table  II  except  that  the 
price  of  the  product  is  doubled.  At  the  original  price 
of  one  dollar  per  ton  the  difference  in  the  net  return  of 
the  fifth  one  hundred  tons  in  the  present,  a£i  compared 
with  the  present  value  of  the  net  return  per  himdred 
tons  when  four  hundred  tons  is  removed  one  year  from 
the  present,  amounts  to  $5.45  in  favor  of  the  latter. 
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When  the  price  of  coal  is  doubled,  this  difference  dis- 
appears and  the  balance  is  in  favor  of  the  fifth  hundred 
tons  removed  in  the  present.  For  the  net  return  in 
the  latter  case  amounts  to  $140,  while  the  present  value 
of  the  net  return  per  hundred  tons  derived  from  the 
removal  of  four  hundred  tons  in  the  second  year  is 
only  $136.36.  If  the  mine  owner  has  3,700  tons  of 
coal  subject  to  the  assiuned  conditions  of  Table  IV, 
he  will  derive  maximum  returns  from  the  entire  quan- 
tity by  adjusting  his  margin  of  utilization  as  indicated 
by  the  dotted  line  in  Table  IV,  which  shows  a  more 
rapid  rate  of  removal  than  under  the  lower  price.  (See 
Table  II.) 

Altho  the  influence  of  an  increase  of  price  is  in 
the  same  direction  as  xmdei*  the  Ricardian  theory,  the 
intensive  margin  cannot  fall  so  far  that  the  product 
and  expense  on  the  margin  just  coincide,  as  xmder  the 
Ricardian  theory.  For,  however  long  the  period  of 
utilization  may  be  and  however  large  the  discount  on 
the  future  may  become,  the  net  return  from  the  removal 
of  coal  at  the  point  of  time  most  remote  in  the  future 
can  never  be  reduced  to  zero.  Hence,  in  theory,  the 
competition  of  this  surplus  over  expense  which  is  mar- 
ginal in  time  must  always  be  great  enough  to  prevent 
the  coincidence  of  product  and  expense  on  the  intensive 
margin  of  present  utilization. 

If  we  tirni  from  the  consideration  of  the  conditions 
which  determine  the  intensive  margin  of  utilization  to 
those  which  determine  the  extensive  margin,  the  altera- 
tion in  assumption  with  regard  to  exhaustibility  does 
not  greatly  change  the  Ricardian  formula.  It  is  likely 
that  an  extension  of  the  miargin  will  occur  whenever 
such  an  extension  is  sufficient  to  repay  the  expense  of 
removal.  Altho  there  will  be  a  surplus  on  the  in- 
tensive margin,  there  will  be  no  surplus  on  the  extensive 
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margin.  It  has  been  suggested  that  while  the  exten- 
sive margin  yields  no  rent,  it  may  yield  a  royalty:  that 
is,  a  return  to  cover  the  value  of  the  mineral  extracted.^ 
It  will  be  apparent  from  the  above  analysis  that  this 
cannot  be  true  theoretically.  The  value  of  the  coal  is 
due  to  the  fact  that  it  yields  a  net  return  above  the 
expense  of  extracting  it:  that  is,  the  value  is  a  result 
of  the  rent.  In  order  that  the  coal  in  situ  may  have  a 
value,  the  conditions  of  utilization  must  be  such  that 
the  coal  may  be  extracted  and  sold  in  the  present  at  an 
expense  sufiSciently  low  to  yield  a  surplus.  For, 
except  when  the  mine  is  subject  to  increasing  returns 
as  lower  depths  are  reached,  or  unless  prices  are  ex- 
pected to  change,  it  is  impossible  that  future  uses  may 
yield  a  surplus  unless  conditions  are  such  as  to  yield 
a  surplus  in  the  present.  Hence  the  coal  in  the  mine 
on  the  margin  which  yields  no  rent,  except  in  the  cases 
above-noted,  has  no  value  which  could  be  made  the 
basis  of  a  charge  for  depreciation.  In  the  case  of  ex- 
haustible natural  objects  above  the  margin  of  utilizar 
tion  the  Ricardian  doctrine  of  rent  is  characterized  by 
much  confusion.  Ricardo  first  sought  to  rule  out  all 
payments  for  minerals  and  timber  from  the  category  of 
rent.  In  the  chapter  "  On  Rent  '*  he  criticizes  Adam 
Smith  very  severely  for  the  assertion  that  the  demand 
for  timber  and  its  consequent  high  price  in  the  more 
southern  coimtries  of  Europe,  caused  a  rent  to  be  paid 
for  forests  in  Norway,  which  could  before  afford  no 

>  Notably ,"Profe»or  Soriey  in  an  artide  on  mine  royalUeSt  publiahed  in  the  Journal 
of  the  Boyal  Statistical  Society  for^Maroh,  1880;  Manhall,  A.,  Piindplet  of  Eoonomioe. 
Ath  ed.,  p.  480,  note;  and  Flux,  A.  W.,  Eoonomio  Pxinciplefl,  pp.  108-100.  In  his 
recently  pabUahed  Principlee  of  Economioe,  Profeoeor  TauBsig  questions  the  assump- 
tion that  marsinal  mines  would  bear  a  royalty  charge  even  tho  yielding  no  rent  surplus. 
Professor  Taussig  does  not  attempt  to  prove  his  point.  Professor  Soriey  bases  his 
position  upon  the  argument  that  a  landowner  of  a  mineral  deposit  whieh  is  marginal 
must  have  some  inducement  to  compensate  for  the  neoessity  of  ineuning  the  bad 
repute  of  his  neighbors  on  account  of  the  fact  that  a  mine  is  an  unpopular  institution. 
This  is  a  question  of  fact  which  need  not  be  discussed  here. 
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rent.  '^  Is  it  not,  however,  evident/'  says  Ricardo, 
'*  that  the  person  who  paid  what  he  thus  calls  rent, 
paid  it  in  consideration  of  the  valuable  commodity 
which  was  then  standing  on  the  land,  and  that  he  actu- 
ally repaid  himself  with  a  profit,  by  the  sale  of  the 
timber  ?  ...  in  the  case  stated  by  Adam  Smith,  the 
compensation  was  paid  for  the  liberty  of  removing  and 
selling  the  timber,  and  not  for  the  liberty  of  growing  it. 
He  speaks  also  of  the  rent  of  coal  mines,  and  of  stone 
quarries,  to  which  the  same  observation  applies  — 
that  the  compensation  given  for  the  mine  or  quarry  is 
paid  for  the  value  of  the  coal  or  stone  which  can  be 
removed  from  them,  and  has  no  connection  with  the 
original  and  indestructible  powers  of  the  land."  ^ 

Strangely  enough,  in  the  next  chapter  Ricardo  de- 
velops a  new  doctrine.  He  appears  to  disregard 
entirely  his  previous  positive  denial  that  the  return  to 
mines  or  forests  is  to  be  classed  as  rent.  His  treatment 
of  the  subject  is  a  mere  extension  of  his  previous  dis- 
cussion of  agricultural  rent  without  modification. 
''  Mines,''  he  says,  ''  as  well  as  land,  generally  pay  a 
rent  to  their  owner,  and  this  rent,  as  well  as  the  rent 
of  land,  is  the  effect,  and  never  the  cause  of  the  high 
value  of  their  produce.  .  .  .  The  metal  produced 
from  the  poorest  mine  that  is  worked  must  at  least 
have  an  exchangeable  value,  not  only  suflicient  to  pro- 
cure all  the  clothes,  food,  and  other  necessaries  con- 
sumed by  those  employed  in  working  it,  and  bringing 
the  produce  to  market,  but  also  to  afford  the  conunon 
and  ordinary  profits  to  him  who  advances  the  stock 
necessary  to  carry  on  the  undertaking.  The  return 
for  capital  paying  no  rent  would  regulate  the  rent  of 
all  the  other  more  productive  mines.  This  mine  is 
supposed  to  yield  the  usual  profits  of  stock.     All  that 

>  FriadplM,  div.  il.  Motion  34. 


Digitized  by 


Google 


THS  ASSUMPTION  OP  BXHAUSTIBILITY        48S 

the  other  mines  produce  more  than  this  will  necessarily 
be  paid  to  the  owners  for  rent."  ^  Nowhere  in  his 
book  does  Ricardo  make  an  attempt  to  explain  the 
apparent  contradiction.  In  fact,  the  law  of  mine  rent 
as  stated  in  chapter  three  is  several  times  reasserted  and 
illustrated,  especially  the  point  that  the  entire  net 
return  from  a  mine  is  rent.* 

Later  writers  have  tried  to  harmonize  the  two  antag- 
onistic principles  developed  by  Ricardo,  by  combining 
them.  It  has  become  customary  to  recognize  that  the 
return  imputed  to  a  mineral  deposit  consists  of  two 
parts:  a  rent  and  a  royalty.  This  plausible  doctrine 
has  been  maintained  by  so  many  writers  that  it  is  de- 
sirable to  devote  considerable  attention  to  it. 

The  essential  fallacy  of  this  explanation  of  mine  rent 
lies  in  the  fact  that  the  so-called  royalty  is  nothing 
more  than  a  depreciation  charge  which  results  from 
capitalizing  a  terminable  series  of  incomes.  A  little 
attention  to  Bdhm-Bawerk's  illustration  of  the  nature 
of  the  income  from  durable  goods  would  have  shown 
clearly  that  the  current  distinction  between  rent  and 
royalty  is  not  soimd.  Bdhm-Bawerk  has  shown  that 
when  the  succession  of  incomes  is  regarded  as  inter- 
minable, the  present  value  of  the  most  remote  in  time 
is  nothing.  The  income  in  the  present  is  all  regarded 
as  interest.  When,  however,  the  successive  prospective 
incomes  are  terminable,  the  present  income  is  divided 
into  two  parts:  that  is,  from  the  entire  net  income  in 
the  present  is  subtracted  the  present  value  of  that  por- 
tion of  the  income  whose  accrual  is  most  remote  in  time. 
The  remainder  is  interest;  the  subtrahend  is  a  depre- 
ciation fxmd,  or  charge.'     It  is  this  depreciation  fxmd 

I  Prittdplflt.  ohap.  m,  aeetion  82. 

*  Notably  in  the  dismmion  of  tlie  rent  of  woodland,  diap.  ili;  in  the  ehapter  en- 
titled "  Tazea  on  Gold  ";  and  in  ehap.  zzhr. 

•  The  Poritire  Theory  ol  Capital  (Smart  Trandation),  bk.  vi,  chape,  vii  and  Tiii. 
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which  has  been  called  a  royalty.  In  short,  the  royalty 
is  the  product  of  the  process  of  capitalization.  The 
business  man,  xinconcemed  with  socially  valid  distinc* 
tions  between  rent  and  interest  but  desirous  of  keeping 
intact  his  fund  of  capital,  charges  to  depreciation  the 
amount  by  which  the  total  value  of  the  mine  or  farm 
has  been  reduced  by  utilization.^ 

To  consider  that  the  amount  which  is  left  in  the  pres- 
ent after  the  subtraction  of  the  amoxmt  of  depreciation 
is  determined  by  the  law  of  rent  is  to  confuse  the 
process  of  capitalization  of  a  rent  surplus  with  the 
conditions  which  determine  rent  itself.  This  amount 
which  is  regarded  as  the  economic  rent  of  the  mine,  as 
distinguished  from  the  so-called  royalty,  is  obviously  a 
quantity  which  varies  with  every  change  in  the  rate  of 
interest  and  with  the  degree  of  remoteness  of  exhausti- 
bility.  The  true  rent,  indeed,  in  the  present  is  not 
simply  this  amount;  rather  it  is  the  whole  sxuplus  as 
determined  by  the  difference  between  the  gross  product 
in  the  present  and  the  expenses  of  production.*  It 
may  be  said  that  there  can  be  no  objection  to  calling 
this  depreciation  fimd  a  royalty.  This  is  true.  The 
objection  lies  in  appljring  the  term  rent  to  the  residuum 
after  the  subtraction  of  the  so-called  royalty  from  the 
total  net  retiun.  For  the  actual  amount  of  this  so- 
called  rent  is  not  determined  in  amount  by  the  condi- 
tions which  give  rise  to  a  surplus  over  the  expense  of 
utilizing  natural  agents.     It  is  determined  mainly  by 

>  Mr.  J.  A.  FinUjr,  a  New  York  mininc  expert  empbyed  by  the  Stote  of  Mlohigui 
to  apprelee  the  minesof  the  state  f or  purpoees  of  taxation,  has  reoently  oaed  thig  method 
of  oainltaliaation  in  the  valuation  of  Michigan  mines.  An  account  of  the  appraisal  is 
published  by  Mr.  Flnlay  in  the  Engineering  and  Mining  Journal  for  September  0. 1011. 
p.  488. 

«  In  the  artfde  on  mine  royalties  already  referred  to,  Professor  Soriey  recognises 
the  identity  of  rent  and  royalty  so  far  as  mines  above  the  margin  are  concerned. 
As  already  pointed  out.  he  attempts  to  show  the  existence  of  the  royalty  In  the  ease 
of  marginal  mines.  Professor  Soriey  does  not  attempt  to  explain  the  nature  of  this 
royalty. 
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the  process  of  capitalising  such  a  surplus.  Only  in- 
directly is  the  surplus  responsible  for  the  size  of  this 
pseudo-rent,  as  the  whole  may  limit  the  size  of  its  parts. 
Inasmuch  as  the  removal  of  all  coal  in  the  present, 
beyond  the  point  of  maximum  net  returns  per  unit  of 
coal,  is  subject  to  the  competition  of  future  uses;  it 
might  be  considered  that  the  value  of  all  coal  extracted 
beyond  this  point  is  subject  to  an  opportunity  cost 
measured  by  the  present  value  of  the  net  return  which 
would  be  derived  from  the  coal  if  extraction  were  post- 
poned xmtil  the  future.  Even  this  opportimity  cost 
does  not  represent  a  value  of  coal  in  addition  to  the 
rent  siuplus;  for  the  entire  surplus  in  the  present  is 
none  the  less  a  real  surplus  merely  because  a  smaller 
return  in  the  futiu^  could  be  derived  from  the  same 
coal  by  postponement  of  utilization. 

The  rdation  of  mine  rents  to  price  has  naturally  been 
the  subject  of  much  confusion.  Generally  speaking, 
modem  writers  who  have  given  attention  to  this  sub- 
ject have  taken  the  position  that  royalties  '^  enter  into 
price  "  although  the  so-called  rent  of  the  mine  does  not. 
This  position  is  maintained  on  the  ground  that  the 
royalty  is  a  capital  fund  which  must  be  remunerated  in 
order  to  induce  the  owner  of  the  mine  to  employ  it 
productively. 

It  is  now  generally  recognized  that  the  old  idea  that 
rent  does  not  '^  enter  into  price  '^  does  not  imply  that 
rent  may  not  be  a  determinant  of  relative  prices.  The 
question,  then,  of  the  relation  of  royalties  and  of  rents 
amoxmts  to  this:  are  they  forms  of  income  which  are 
disposable  ?  If  they  were  partly  or  entirely  taken  by 
taxation,  would  the  supply  of  land  be  decreased  7 

In  this  sense  a  royalty  may  '*  enter  into  price  '^  under 
certain  conditions,  and  under  other  conditions  it  may 
not  enter  into  price;  but  in  no  case  is  its  relation  to 
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price  attributable  to  the  fact  that  the  royalty  is  capital 
which  must  be  replaced.  The  entire  pseudo-rent  and 
nearly  all  the  royalty  might  be  taken  without  causing 
the  mine  to  fall  below  the  margin  of  utilization.  For, 
since  the  royalty  itself  is  a  part  of  the  total  surplus, 
the  owner  would  be  foolish  to  abandon  his  mine  so  long 
as  any  surplus  is  obtainable.  What  will  happen  is 
that  the  residuum  of  the  old  royalty  will  be  recapitalized 
and  divided  into  a  new  royalty,  and  a  new  rent.  The 
actual  amount  of  each  will  be  determined  by  the  condi- 
tions of  capitalization. 

It  does  not  follow,  however,  that  a  tax  on  the  mine 
will  in  no  way  affect  the  supply  of  the  product  placed 
on  the  market  in  the  present.  Such  a  tax  may  disturb 
the  relation  between  present  and  future.  It  has  been 
shown  that  the  tendency  is  for  the  rate  of  utilization 
to  be  so  adjusted  that  the  present  value  of  the  marginal 
uses  in  present  and  in  future  are  just  in  balance.  Much, 
therefore,  will  depend  on  the  manner  in  which  the  tax 
is  applied. 

An  annual  tax  on  the  value  of  the  mine,  provided  the 
tax  is  expected  to  be  permanent,  will  increase  the  ten- 
dency for  the  mine  owner  to  remove  the  coal  in  the 
present  rather  than  in  the  futiu^.  For,  since  the  mine 
must  pay  the  tax  as  long  as  it  is  operated,  the  tax  may 
be  evaded  by  increasing  the  rapidity  of  exhaustion. 
This  will  be  true  even  if  all  of  the  so-called  rent  and  a 
part  of  the  royalty  is  taken  by  the  tax.  Far  from  pre- 
venting the  mine  from  being  utilized,  it  will  actually 
increase  the  amount  of  coal  placed  on  the  market; 
and  if  demand  is  constant,  will  probably  lower  price. 

On  the  other  hand  a  tax  upon  the  annual  surplus 
from  the  operation  of  the  mine,  even  if  it  is  so  heavy 
as  to  take  more  than  the  pseudo-rent,  will  not  create 
an  inducement  for  the  mine  owner  to  alter  the  adjust- 
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ment  of  utilisation  between  present  and  future.  If 
the  rate  of  extraction  is  already  adjusted  upon  the  most 
profitable  basis,  nothing  will  be  gained  by  postponing 
until  the  future,  coal  that  will  yield  a  greater  net  re- 
turn in  the  present.  For  the  tax  can  be  avoided  only 
to  the  extent  that  the  surplus  return  is  reduced,  and 
the  loss  in  surplus  must  always  be  greater  than  the 
saving  in  the  tax.  The  effect  of  such  a  tax  is  to  take 
a  certain  share  of  each  dollar  of  surplus  whenever  it 
appears,  whether  in  the  present  or  future.  The  tax 
can  only  be  evaded  by  losing  that  part  of  the  dollar 
which  remains.  This  is  true  on  the  assumption  that 
the  tax  is  regarded  as  permanent.  Of  course,  in  any 
case,  if  the  tax  is  regarded  als  merely  temporary,  the 
tendency  will  be  to  transfer  as  much  as  possible  of  the 
process  of  production  to  the  future. 

In  the  case  of  a  tonnage  tax  consisting  of  a  fixed 
amount  per  ton,  the  balance  of  motive  between  present 
and  future  will  probably  be  affected  in  such  a  way  as 
to  encourage  a  slower  rate  of  utilization,  and  the  post- 
ponement of  a  greater  amount  of  coal  for  f utiu^  extrac- 
tion. If,  previous  to  the  levying  of  the  tax,  the  marginal 
net  return  from  coal  to  be  extracted  in  the  present  is 
in  equal  balance  with  the  present  value  of  the  marginal 
net  return  from  future  uses,  the  tax  will  reduce  the 
net  return  of  a  given  quantity  of  coal  which  is  on  the 
margin  of  utilization  in  the  future  less  than  it  will 
reduce  the  net  retiun  in  the  present.  This  is  true 
simply  because  the  futiu^  tax  is  discounted.  For  in- 
stance, suppose  that  the  marginal  present  use  yields  a 
net  return  per  ton  of  one  dollar  while  a  competitive 
futiu^  use  twenty  years  from  the  present  will  yield  a 
net  return  of  two  dollars  per  ton,  the  present  worth 
of  which  is  one  dollar  (assuming  a  discount  at  five  per 
cent).     A  tax  of  ten  cents  per  ton  will  leave  the  net 
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returns  of  present  and  future  ninety  cents  and  one 
dollar  ninety  cents  respectively.  The  present  value 
of  the  future  coal,  however,  is  ninety-^five  cents  instead 
of  ninety  cents,  indicating  the  probability  that  a  lower 
rate  of  utilization  will  be  adopted. 

The  consideration  of  the  incidence  of  taxes  on  mines 
makes  clear  the  fact  that  the  royalty  is  not  a  necessary 
part  of  supply  price.  The  entire  rent  and  part  of  the 
royalty  may  be  taken  without  affecting  supply  provided 
it  is  done  in  such  a  manner  that  the  relation  between 
the  net  returns  from  present  and  future  production  are 
not  disturbed. 

It  will  now  be  apparent  that  of  the  two  solutions 
which  Ricardo  applied  to  the  problem,  the  idea  that 
the  rent  of  a  mine  or  forest  comprises  the  entire  sur- 
plus above  the  expenses  of  production  is  the  more 
nearly  correct  explimation.  At  the  same  time,  Ricardo 
was  not  justified  in  extending  his  theory  of  rent  to 
exhaustible  natural  agents  without  modification,  espe- 
cially when  the  rent-bearer  is  exhaustible  and  non- 
restorable.  For  the  location  of  the  internal  margm  of 
utilization  is  determined  by  the  competition  of  present 
and  future  uses  rather  than  by  the  coincidence  between 
product  and  expense.  Consequently  the  rate  of  in- 
terest exercises  an  important  influence  in  determining 
the  location  of  the  internal  margin.  On  the  other  hand, 
the  price  level  of  the  product  has  substantially  the  same 
influence  upon  the  rate  of  utilization  as  under  the  Ricar- 
dian  assumptions.  Moreover,  there  is  no  alteration  in 
the  method  of  determining  the  extensive  margm;  altho, 
when  the  comparison  is  between  surfaces,  the  intensive 
margin  does  not  coincide  with  the  extensive  margin. 

These  modifications  do  not  necessarily  nullify  the 
conventional  statement  that  rent  is  the  difference 
between  the  product  of  a  given  amount  of  labor  and 
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capital  applied  to  good  land  in  the  most  profitable  way 
and  the  product  of  an  equal  amount  of  labor  and  capital 
applied  to  marginal  land.  It  is  only  necessary  to  give  a 
special  interpretation,  as  above,  to  the  phrase  '^  in  ihe 
most  profitable  wayJ^  However,  the  traditional  division 
of  the  net  return  from  exhaustible  natural  resources 
into  a  rent  and  a  royalty  is  justified  only  as  a  method 
of  capitalization.  The  real  economic  rent  of  such 
resources  comprises  the  entire  net  return  from  the  rent- 
bearer,  including  the  so-called  royalty. 

Lewis  Cecil  Gray. 
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HOME  RULE  IN  TAXATION 

SUMMARY 

The  problem  stated,  490.  —  Equality  id  taxation,  492.  —  Relation 
to  the  general  property  tax  as  a  state  tax,  494.  —  Complete  home 
rule  with  separation  of  sources,  495.  —  Home  rule  as  a  negatiye 
program,  499.  —  Tendency  to  excess  in  state  expmditure,  502. — 
The  case  summarised,  503. 

L  The  Problem  Stated 

The  advisability  of  adopting  so-called  '^  home  rule '' 
in  taxation  cannot  be  definitely  settled  upon  purely 
theoretical  grounds.  Unfortunately,  there  are  few  or 
no  available  data  which  may  be  used  in  supporting  or 
condemning  such  a  program.  In  disciissing  the  prob- 
lem theoretical  statements  are  generally  resorted  to, 
and  we  are  forced  to  adopt  in  the  main  the  theoretical 
method.  Practical  considerations,  if  available,  how- 
ever, should  receive  careful  attention  when  a  new 
system  of  taxation  or  a  change  in  the  existing  system  is 


Home  rule  is  generally  understood  to  consist  in  grant- 
ing to  cities,  villages,  and  other  minor  units,  local 
independence  respecting  properties  to  be  taxed  and  to 
be  exempted  from  taxation,  assessment  methods  to  be 
pursued,  administrative  devices  to  be  followed,  etc. 
The  theory  supporting  this  policy  is  that  a  locality  is  in 
a  better  position  to  choose  its  sources  of  revenue  than  is 
the  state,  and  for  much  the  same  reasons  that  it  is  better 
able  to  determine  the  character  and  amount  of  its 
expenditures.  The  argument  sounds  reasonable  and 
seems  to  accord  with  the  movement  toward  home  rule 
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in  charter  legislation  and  in  the  matters  akin  to  it .  The 
analogy  between  local  independence  in  expenditure  and 
in  revenue  matters,  however,  is  not  complete,  and  should 
be  employed  with  caution. 

It  is  a  fimdamental  canon  in  taxation  that  all  prop- 
erty of  the  same  class  should  be  taxed  equally  and 
uniformly.  This  does  not  mean,  as  has  been  so  often 
held,  that  all  property  should  be  taxed  at  the  same  rate. 
In  the  very  natiu^  of  the  case  such  a  view  is  untenable, 
since  the  income  bearing  capacity  of  properties  fre- 
quently varies  widely,  and  value  for  taxation  is  not 
always  an  acciu'ate  reflex  of  capitalized  income.  like- 
wise, the  ratios  of  assessed  to  true  value  for  different 
properties  are  usually  not  uniform.  Moreover,  the 
primary  causes  of  values,  except  for  certain  properties, 
such  as  lands  for  building  sites,  do  not  arise  locally. 
What  shall  be  taken  as  the  imit  for  the  adoption  of 
home  rule  is  always  an  important  consideration.  Shall 
it  be  the  county,  the  city,  or  the  taxing  district  ?  The 
reasons  for  choosing  a  given  unit  respecting  one  kind  of 
property  may  not  be  applicable  respecting  other  types  of 
property.  For  instance,  it  is  evident  that  foremost 
among  the  causes  giving  rise  to  building  site  values  are 
the  presence  of  valuable  contiguous  property,  density 
of  population,  railroad  facilities,  industrial  opportuni- 
ties, and  the  Uke.  The  same  may  be  said  for  the  value 
of  buildings.  These  however,  may  be  reproduced  and 
their  values,  therefore,  are  largely  determined  by  their 
costs.  The  appropriate  home  rule  unit  adopted  for 
these  properties,  both  for  purposes  of  assessment  and  for 
distribution  of  revenue,  may  be  the  immediate  locality; 
but  for  other  forms  of  property  the  desirable  unit  may 
not  be  so  easily  determined. 

The  primary  causes  of  the  value  of  real  estate  mort- 
gages, for  instance,  are  not  so  clear.    Complete  isolation 
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of  any  district  respecting  the  methods  of  taxing  such 
properties  is  undesirable.  It  would  hardly  be  main- 
tained that  community  A  should  adopt  a  different  tax 
policy  for  mortgages  from  that  followed  by  community 
B.  Surely,  the  mortgagee  residing  in  district  A,  who 
has  invested  his  wealth  in  real  estate  mortgages  in  dis- 
trict B,  should  not  be  exempt  from  taxation  in  district 
Ay  and  it  is  likewise  clear  that  the  mortgagor  in  district 
B,  ought  not  to  be  taxed  —  altho  he  is  in  many  states  — 
on  the  full  value  of  his  mortgaged  property.  The 
mortgagee  is  obligated  to  the  district  in  which  he 
resides.  His  property,  however,  is  nothing  more  than  a 
claim  upon  tangible  wealth  located  in  another  district, 
but  this  does  not  cancel  his  tax  obligation  at  his  place  of 
residence.  A  system  which  prevents  tax  districts 
from  cooperating  in  assessing  properties,  the  ownership 
of  which  is  divided,  or  which  forbids  the  state  or  other 
superior  units  from  taxing  such  properties,  and  upon 
which  each  unit  may  have  valid  revenue  claims,  cannot 
be  supported.  If  home  rule  in  taxation  involves  com- 
plete divorcement  of  the  state  and  localities,  or  of  one 
locality  from  another,  it  cannot  be  defended. 

2.  Equality  in  Taxation 

Taxable  property,  whatever  the  source  of  its  value, 
whether  arising  primarily  from  local  expenditures,  from 
individual  initiative  and  resourcefulness,  or  from  city 
growth,  should  contribute  to  the  support  of  govern- 
ment. The  obligation  is  more  than  local.  Tins  is  as 
true  for  properties  located  in  different  taxing  districts 
as  it  is  for  properties  within  a  single  district,  mdess 
benefit  is  taken  as  the  sole  measure  of  justice  in  taxation 
and  is  held  to  terminate  with,  the  boundaries  of  the 
immediate  taxing  jurisdiction.      Obligation  to  pay 
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eoiresponds  to  ability  to  pay,  and  is  co-extensive  with 
the  state  in  its  broader  sense.  The  maintenance  of 
equality  in  taxation  makes  impossible,  theoretically  or 
practically,  a  complete  divorcement  of  the  state  from  the 
locality,  either  with  respect  to  sources  and  amounts  of 
revenue  or  objects  and  amounts  of  expenditure.  Even 
where  separation  of  sources,  both  as  respects  assess- 
ment methods  and  distribution  of  revenue,  is  carried 
furthest,  as  in  Califomia,  a  readjustment  of  rates  on 
state-wide  properties  is  required  at  frequent  intervals, 
not  primarily  for  the  purpose  of  increasing  revenue,  but 
of  imposing  on  the  different  public  utility  corporations, 
singled  out  for  state  taxation,  rates  equal  to  each  other 
and  equal  to  those  paid  by  properties  contributing  to 
localities  alone. 

How  equality  of  tax  burden  is  to  be  maintained  and 
at  the  same  time  home  rule  to  be  granted  in  an  absolute 
and  unconditional  form  is  not  clear.  Partial  home  rule, 
applying  to  sources  of  revenue  and  methods  of  assess- 
ment, 18  possible,  but  not  in  a  form  which  excludes  the 
state  and  counties  from  levying  taxes  on  such  properties 
as  seem  expedient,  either  to  make  their  revenues  elastic 
or  to  insure  uniformity  of  tax  burdens  between  district^. 
Supervision  of  local  assessments,  even  in  cases  where  the 
state's  sources  of  revenue  are  entirely  distinct,  is  neces- 
sary to  provide  for  equality  in  taxation,  as  between 
properties  locally  taxed  and  those  paying  to  the  state 
alone.  This  is  more  conspicuously  true  in  the  states 
using  the  ad  valorem  system  of  taxation  for  state  pur- 
poses; but  it  is  equally  true  in  states  adopting  other 
forms  of  special  property  taxes,  such  as  those  on  gross 
or  net  receipts.  The  assessing  expedient  is  adopted 
primarily  to  insure  equality. 
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3.  Relation  to  General  Property  Tax  as  a 
State  Tax 

So  long  as  a  state  gets  its  revenues  from  local  sources 
in  whole  or  in  part,  absolute  home  rule  is  impossible. 
Supervision  of  local  assessments  or  wholly  new  assess- 
ments of  local  properties  must  be  made  for  state  pur* 
poses,  and  it  is  not  clear  what  advantages  would  follow 
the  discontinuation  of  central  supervision  even  if  it 
were  possible.  Where  supervision  is  most  complete, 
where  cooperation  between  state  and  local  assessing 
bodies  is  most  highly  developed,  there  assessments 
between  counties  are  most  nearly  uniform,  and  property 
most  completely  listed.  Where  decentralization  rules, 
where  each  local  taxing  agent  is  a  law  unto  himself, 
inequalities  as  between  districts  are  common  and  prop- 
erty is  omitted  from  the  roll.  Uniformity  and  equality 
as  between  districts  and  within  districts  is  desired  in 
either  case,  —  whether  the  state  draws  its  revenues 
from  local  properties,  or  contents  itself  with  taxing  those 
which  are  state  wide  or  are  more  than  local  in  situs. 

Could  absolute  home  rule  prevail  so  long  as  a  state 
depends  upon  local  properties  for  its  revenues  in  part, 
if  the  state  tax  were  apportioned  on  some  basis  —  local 
income  or  expenditure,  for  instance  —  other  than 
assessed  value  of  property  ?  Absolute  divoroement  of 
the  superior  and  the  inferior  taxing  jurisdiction,  even 
under  such  ciroumstances,  would  not  be  possible,  for  the 
simple  reason  that  supervision  over  accounting  and 
reporting  methods  used  by  the  localities  would  be  neces- 
sary in  order  to  check  the  accuracy  of  the  reported 
incomes  or  expendittues.  While  thero  would  not  be  the 
same  ease  of  falsifying  income  or  expenditure  accounts 
as  there  would  be  of  undervaluing  property  in  order  to 
escape  state  taxation,  the  motive  for  so  doing  would  be 
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present,  and  the  problems  associated  with  the  actual 
distribution  be  more  difficult.  Some  of  the  problems 
which  would  require  attention  in  order  that  uniformity 
among  the  local  imits  might  be  realized  are  the  follow- 
ing, (a)  The  methods  of  accounting  used  in  determin- 
ing income  or  expenditure.  (6)  The  determination 
of  what  is  "  income "  and  what  is  "  expenditure." 
Shall  income  from  all  sources,  from  taxes,  licenses, 
municipal  earnings,  from  special  assessments,  sale  of 
bonds,  all  be  counted;  or  shall  only  some  of  them,  and 
if  so,  which  ones  ?  Or,  to  look  at  the  expenditiu^  side: 
shall  expenditure  for  current  purposes,  for  capital  out- 
lay, both  for  productive  and  unproductive  purposes, 
for  special  assessments,  all  be  included,  or  shall  only 
some  of  them,  and  if  so,  which  ?  (c)  Many  expendi- 
tures are  made  for  objects  which  are  local  so  far  as 
situation  is  concerned,  but  the  benefits  of  which  are 
shared  almost  equally  outside  the  immediate  locality. 
Shall  the  full  amount  of  such  expenditure  be  counted, 
or  only  a  portion  ?  If  the  latter,  upon  what  basis  shall 
the  distribution  be  made  ?  Likewise,  income  made  up 
from  taxes,  licenses,  special  assessments,  privilege  dues, 
may  be  paid  locally,  but  does  it  all  arise  from  local 
causes  ?  What  method  of  distribution  shall  maintain 
if  income  be  chosen  as  the  basis  upon  which  state 
expenses  are  to  be  borne  by  local  units  ? 

4.  Complete  Home  Rule  with  Separation  of 
Sources 

Not  only  are  these  more  or  less  practical  difficulties 
encountered  in  a  program  of  complete  divorcement  of 
state  control  over  local  taxation,  but  in  the  very  nature 
of  the  case  others  are  involved.  To  take  only  two  of 
many  considerations:  the  security  for  local  indebted- 
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ness  and  the  protection  of  local  borrowing  powers. 
Municipal  debt  has  been  contracted  with  the  taxing 
power  as  the  main  security.  Borrowing  power  is  based 
upon  the  assessed  value  of  propaly,  generally  the  prop- 
erty assessed  for  state  and  local  purposes  —  and  this 
includes  large  amounts  which  would  be  reserved  to  the 
state  in  case  of  separation  of  sources.  Local  units  must 
continue  to  assess  this  property  for  interest  payments 
and  for  the  extinction  of  the  principal  of  the  debt  accu- 
mulated. Moreover,  it  is  evident  that  the  borrowing 
power  of  a  given  locality  under  separation  would  be 
based  upon  less  property  than  would  be  the  case  were 
none  of  it  withdrawn  for  state  purposes.  This  might 
or  might  not  result  in  a  hardship  in  a  given  case. 
Present  creditors  must  at  least  be  protected,  and  this 
has  been  done  in  Calif  omia  where  separation  has  been 
effected. 

Let  us  look  for  a  moment  at  the  solution  of  this  prob- 
lem as  it  has  been  worked  out  in  Califomia.  Local 
units  are  allowed  to  tax  the  property  of  withdrawn 
corporations  to  pay  their  due  proportion  of  interest  and 
principal  on  outstanding  debt,  but  the  amount  of  the 
taxes  so  levied  is  deducted  from  the  taxes  paid  by  these 
corporations  to  the  state.  Realize  what  this  means  if 
home  rule  is  required.  Local  assessments  of  these 
corporations  will  still  have  to  be  made,  unless  the  state 
makes  an  ad  valorem  assessment  of  their  properties  in 
every  indebted  county,  city,  town  and  district.  This 
would  have  been  almost  an  impossibility,  since  there 
were  at  the  time  the  law  went  into  effect,  some  twenty- 
five  indebted  counties,  one  hundred  and  forty-five 
indebted  cities  and  incorporated  towns,  and  not  less 
than  five  hundred  indebted  districts.  The  compromise 
effected  is  to  allow  the  localities  to  make  the  assess- 
ments, but,  as  a  check  upon  over-valuation  of  the 


Digitized  by 


Google 


HOME  RULE  IN  TAXATION  497 

corporate  propalies,  the  state  board  is  given  authority 
to  revise  them.  Moreover,  since  the  corporations 
taxed  locally  for  such  purposes  do  not  pay  the  taxes 
locally  —  these  being  deducted  from  the  amount  paid 
to  the  state  —  there  is  no  inducement  for  them  to  pro- 
test because  of  high  local  assessments,  all  of  which 
make  it  more  necessary  that  the  state  should  con* 
stantly  supervise  them. 

This  is  the  condition  respecting  mimicipal  debt  where 
separation  covering  both  assessment  and  yield  is 
adopted.  Such  an  arrangement  must  endure  for  the 
protection  of  the  present  creditors.  Further,  this  or 
some  alternative  arrangement  must  be  provided  in 
order  that  the  credit  of  local  imits  shall  not  suffer  in  the 
future.  Some  of  the  properties  which  formerly  sup- 
ported credit,  under  separation  of  sources,  are  with- 
drawn from  local  tax  jurisdictions  and  their  borrowing 
power  is  reduced  by  the  amoimt  of  their  assessed  value. 
Local  debt  in  the  United  States,  except  in  certain  parts 
of  New  England,  is  by  constitutional  provision  based 
upon  the  assessed  value  of  property.  It  is  not  enough 
to  maintain  that  the  withdrawal  is  offset  by  the  exemp- 
tion of  local  properties  from  state  taxes,  and  that, 
therefore,  no  loss  is  occasioned.  This  may  be  true  in 
reality,  but  it  does  not  show  itself  in  a  form  which  com- 
pensates for  a  loss  in  assessed  value.  But,  it  is  said,  a 
solution  of  this  difficulty  is  readily  found  in  the  possi- 
bility of  increasing  the  assessed  value  of  the  properties 
remaining  and  in  reducing  the  tax  rate.  Such  a  manip- 
ulation is  possible,  but  probably  unwise,  since  it  opens 
the  door  to  excessive  expenditure.  This  is  not  equiva- 
lent to  saying  that  the  present  constitutional  debt 
limits  are  so  rigid  as  to  prompt  such  procedure,  but  it 
does  suggest  the  new  and  wholly  different  problems  of 
the  relations  of  the  tax  burdens  assumed  by  the  tax- 
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payers  in  the  form  of  yearly  recurrent  payments  (taxes) 
and  the  same  in  the  form  of  a  fixed  and  semi-permanent 
charge  (debt).  Moreover,  it  raises  the  question  of  the 
needy  in  such  a  contingency,  of  a  tax  limit  as  protection 
against  excessive  expenditure. 

This  fact  is  patent:  the  personnel  of  the  state's  tax- 
payers is  essentially  the  same  as  that  of  the  taxpayers 
in  the  localities,  irrespective  of  the  tax  base,  —  a  fact 
forgotten  in  the  attempt  to  draw  a  line  of  demarcation 
according  to  the  single  criterion  of  immediate  tax 
incidence.  In  the  former  case  '^  bond  refunds  "  are 
necessary  to  protect  present  creditors,  while  in  the 
latter  case  there  must  be  an  offset  to  decreased  valua- 
tion, occasioned  by  removal  of  properties  formerly 
taxed  locally  so  as  to  protect  future  credit,  or  a  tax 
limit  so  as  to  protect  present  taxpayers  against  exploita- 
tion. 

Such  is  the  case  under  separation  of  sources.  How 
would  it  be  under  home  rule  without  this  feature,  but 
with  state  taxes  apportioned  upon  some  other  basis 
than  assessed  values  ?  To  the  degree  that  home  rule  is 
involved  in  separation  respecting  assessment  and  yield, 
the  same  considerations  apply.  If  for  any  reason  the 
home  rule  contemplated  includes  the  total  exclusion  of 
the  state  in  local  tax  matters,  the  case  against  it  is  only 
emphasized  and  our  conclusions  given  added  weight. 
If  the  home  rule  contemplated  means  only  local  inde- 
pendence respecting  taxation  and  exemption,  and  does 
not  at  the  same  time  prohibit  the  county  or  the  state 
from  levying  taxes  locally  on  whatsoever  sources  they 
deem  expedient,  the  case  is  relieved  in  part,  but  our 
conclusions  remain  as  before.  The  arguments  against 
total  divorcement  are  supported  by  this  added  considera- 
tion. 
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5.  Home  Rule  a  Negative  Program 

Home  rule,  if  adopted,  would  permit  of  little  more 
than  the  adoption  of  a  negative  program.  Surrounded 
by  certain  restrictions,  local  units,  particularly  cities, 
might  be  allowed  to  exempt  some  properties  from  taxa- 
tion. They  could  hardly  be  extended  the  privilege  of 
adding  many  new  sources  of  revenue  to  their  list. 
Outside  of  the  field  of  intangible  personalty,  so  difficult 
of  assessment  everywhere,  few  changes  could  be  made 
on  the  side  of  exemption.  It  is  doubtful  if  improve- 
ments generally  could  with  propriety  be  wholly  ex- 
empted, since  it  is  not  entirely  clear  what  positive 
advantages  would  follow,  except  perhaps  in  the  very 
largest  cities  and  in  the  most  congested  districts.  The 
arguments  for  exemption  of  improvements  on  residence 
sites  would  not  apply  with  the  same  force  to  improve- 
ments on  factory  sites;  neither  would  the  arguments 
supporting  exemption  to  improvement  in  the  case  of 
non-productive  properties  (a  house  owned  by  the 
occupant)  be  the  same  as  for  properties  used  for  pro- 
ductive (manufacturing,  mercantile,  etc.)  business. 
It  is  understood  that  under  home  rule  each  locality 
would  follow  its  own  preferences  in  such  matters,  but  it 
18  affirmed  that  policies  suitable  to  one  unit  or  to 
properties  within  that  imit  would  not  necessarily  be 
suitable  to  other  units  or  to  other  properties.  lib^ies 
unduly  extended  in  this  connection  cannot  but  make  for 
dissimilarity  and,  finally,  for  inequality  in  taxation. 
And  it  is  to  be  constantly  held  in  mind  that  the  obliga- 
tion to  support  government  does  not  terminate  with 
immediate  political  boundary  lines.  Neither  do  all  the 
forces  which  give  rise  to  talue  function  locally.  Some 
of  them  show  their  influence  particularly  in  restricted 
areas,  but  this  fact  ought  not  to  exclude  other  and 
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superior  jurisdictions  from  tapping  the  same  soiu'ces  of 
revenue,  if  public  policy  requires  or  financial  needs 
dictate.  The  conclusion  seems  irresistible  that  undue 
decentralization  leads  to  confusion  and  heterogeneity. 
This  is  the  reverse  of  progress,  clearly  antagonistic  to 
the  trend  of  reform  in  tax  matters.  The  value  of  tax 
commissions  has  been  clearly  demonstrated,  and  with 
the  creation  of  each  succeeding  one,  the  degree  of  super- 
vision over  the  tax  system  has  been  extended.  This  has 
been  done  with  the  realization  that  the  function  of 
government  is  unitary,  that  political  divisions  are 
separated  for  administrative  purposes  only,  and  that 
neither  the  incidence  of  taxation  nor  of  expenditure  can 
be  definitely  known,  and  that  taxation  and  expenditure 
cannot  be  placed  upon  a  scientific  and  equitable  basis 
until  codrdination  and  systemization  chsmjcteiize  the 
whole  tax  fabric. 

Few  significant  positive  changes  can  be  made  follow- 
ing the  adoption  of  home  rule.  Beyond  the  single 
advantage  most  often  claimed  for  it,  that  of  offering 
cities  the  opportunity  of  levying  relatively  heavier 
taxes  on  land  than  on  improvements,  other  important 
changes  would  be  difficult.  The  removal  of  the  motive 
to  under-valuation,  in  case  of  the  adoption  of  separation 
or  of  apportionment  on  a  basis  of  expenditure  of  income, 
is  claimed  as  a  positive  gain;  yet  it  is  not  clear  that  in 
reality  the  avoidance  of  a  state  tax  may  be  cited  as  the 
main  cause,  nor  as  an  important  contributing  cause,  for 
under-valuation  when  only  11.6  per  cent  of  the  general 
property  taxes  in  the  United  States  were  levied  (in 
1907)  for  state  purposes.  If  the  burden  of  state  taxes 
were  removed  and  the  motive  to  under-valuate,  what- 
ever its  force,  were  no  longer  present,  it  is  purely  Utopian 
to  expect  local  assessment  to  be  made  on  a  full  cash 
basis.     Even  under  the  most  advantageous  conditions. 


Digitized  by 


Google 


HOME  RULE  IN  TAXATION  501 

as  in  Wisconsin,  where  an  efficient  tax  commission  has 
been  operating  for  a  niunber  of  years  in  the  assessment 
of  corporate  property  on  an  od  tfolorem  basis,  and  where 
the  results  of  local  and  of  state  assessments  have  con- 
sequently been  thrown  into  close  relation  each  year, 
and  where  direct  supervision,  even  to  the  extent  of 
re-assessment  of  local  properties  has  been  provided  for 
and  employed,  assessed  values  are  not  on  a  full  cash 
basis.  If  supervision  were  removed  it  is  patent  that, 
even  in  the  absence  of  a  state  tax  on  local  properties,  the 
degree  of  under-valuation  would  rapidly  increase. 

But  it  is  added  there  is  no  longer  merit  in  full  value 
assessment  when  state  equalization  is  imnecessary. 
This  assertion,  tho  often  made,  is  far  from  tenable. 
Equality  is  possible  only  when  full  cash  value  is  the 
basis  of  assessment.  Such  is  the  claim  of  all  writers 
on  tax  topics  and  the  imiversal  judgment  of  tax  assess- 
ors. ''  Experience  has  shown  that  an  equitable  assess- 
ment cannot  be  made  at  a  percentage  of  cash  value." 
Equalization  is  important  whether  it  be  by  state  or 
county;  but  it  is  to  be  remembered  that  no  matter  how 
efficient  equalization  may  be,  the  real  problem  is  in  the 
distribution  of  the  burden  among  the  various  taxpayers 
in  each  district.  Equalization  per  se  never  gets  any  one 
on  the  tax  roll.  It  is  far  from  clear  how  the  guaranty 
of  imiversal  assessment,  even  on  real  and  tangible  per- 
sonal property,  is  to  follow  as  by  magic,  as  soon  as 
the  bonds  binding  the  state  to  the  locality,  either  as 
respects  common  sources  of  revenue  or  of  supervision 
by  the  larger  jurisdiction,  are  severed.  Expert  tax 
opinion  and  statistics  of  assessments  respecting  dis- 
tricts where  decentralization  maintains  do  not  support 
the  contention  that  full  value  assessment  is  the  rule. 
Home  rule  would  not  furnish  the  motive  for  such  an 
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Whether  state  taxes  are  apportioned  locally  on  the 
basis  of  assessed  value,  or  on  the  basis  of  income  or 
expenditure,  central  supervision  is  necessary.  If  the 
purpose  of  home  rule  is  wholly  to  relieve  the  local  unit 
of  state  supervision,  and  at  the  same  time  to  permit  the 
state  to  get  its  revenue  in  whole  or  in  part  from  local 
sources,  it  cannot  be  supported,  for  such  an  arrangement 
is  as  undesirable  as  it  is  impossible.  Even  segregating 
the  state's  sources  does  not  allow  of  such  total  divorce- 
ment, since,  by  whatever  me^od  it  chooses  to  tax  its 
state-wide  properties,  it  must,  in  order  to  tax  them 
fairly  with  other  property  in  the  state,  have  some  super- 
vision over  taxation  in  local  jurisdictions.  If,  on  the 
other  hand,  home  rule  is  designed  for  the  purpose  of 
allowing  local  units  to  tax  and  to  exempt  properties  as 
they  deem  expedient,  it  may  be  wise  to  adopt  it  for 
certain  districts,  but  only  then  with  the  understanding 
that  the  way  is  left  open  for  the  superior  units,  in  which 
the  lesser  ones  are  included,  to  tax  properties  within 
their  jurisdictions,  either  to  secure  additional  revenue, 
or  to  insure  equality  of  tax  burden  between  the  various 
types  of  properties  in  the  state.  But  such  limited 
adoption  is  generally  precluded  by  the  arguments  of 
those  who  support  unconditional  home  rule,  and  it  is 
particularly  these  with  whom  we  take  issue. 

6-  Tendency  To  Excess  in  State  ExpENDrruRE 

The  declaration  that  home  rule  tempts  to  excess  in 
state  expenditure  is  not  capable  of  statistical  demon- 
stration. Yet  it  is  undoubtedly  true  that  the  ease  with 
which  taxes  are  imposed  upon  corporate  property, 
especially  when  it  is  the  accepted  opimon  that  certain 
types  of  corporations  are  not  paying  their  fair  share  of 
the  cost  of  government,  and  particularly  when  corpora- 
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tions  as  such  are  looked  upon  as  legitimate  objects 
from  which  the  public  may  extract  the  uttermost 
farthing,  have  tended  in  part  to  explain  the  enormous 
increase  in  public  expenditure.  Irrespective  of  the 
legitimacy  or  the  illegitimacy  of  such  expenditure  in  the 
past,  it  seems  certain,  since  all  taxes  by  whomsoever 
paid  come  out  of  the  available  net  income,  that  due 
caution  must  be  taken  not  to  divert  imnecessarily  the 
attention  of  the  local  taxpayers  from  the  objects  and 
purposes  of  state  expenditures.  It  is  clear  beyond 
measure  of  doubt,  that  with  total  divorcement  close 
scrutiny  of  state  expenditures  would  not  be  the  rule. 

7.  The  Case  Summarized 

Recapitulating  these  considerations,  it  may  be  said 
that  distinction  should  be  made  between  absolute  and 
partial  home  rule.  The  former  is  undesirable  and 
impossible  of  general  application;  the  advisability  of 
the  latter  problematical.  The  appropriate  political 
unit  for  the  adoption  of  home  rule  is  conditioned  by  the 
different  properties  assessed,  and  by  the  tax  claims 
upon  the  owner  of  property,  at  his  place  of  residence, 
and  upon  the  property  itself  at  its  situs.  For  all  prop- 
erty, the  owners  of  which  reside  in  different  districts, 
cooperation  in  assessment  is  imperative  and  distribution 
of  revenue  necessary. 

Taxation  should  constitute  a  system.  The  causes  of 
property  values  are  complex  and  over-lapping,  the 
obligations  to  pay  are  not  marked  off  by  arbitrary 
political  boundary  lines,  and  the  benefits  from  expendi- 
ture are  not  restricted  to  their  local  incidence.  Neither 
the  benefits  from  the  activities  of  the  state  nor  the 
causes  of  the  values  which  give  ability  to  pay  can  be 
blocked  off  into  separate  segments  to  be  surroimded  by 
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Chinese  walls.  Coordination  and  cooperation  are 
always  necessary  to  realize  equality. 

So  long  as  a  State  collects  its  revenues  in  whole  or  in 
part  from  the  general  property  tax,  complete  divorce- 
ment is  impossible.  This  is  as  true  when  the  state 
burden  is  distributed  on  an  income  or  expenditure  basis, 
as  it  is  when  distributed  on  an  equalized  value  basis. 
The  actual  amount  of  the  income  received  or  expendi- 
tures made  and  the  content  of  the  same  must  be  known 
in  order  that  equality  may  maintain  between  districts. 
Indeed,  the  force  of  many  of  the  reasons  for  complete 
and  thoro-going  supervision  would  be  increased  under 
such  conditions.  Separating  the  sources  of  state  and 
local  revenue  does  not  alter  the  necessity  of  taxation 
being  a  system.  The  tax  burden  for  supporting  govern- 
ment—  a  imitary  thing  —  should  be  borne  equally 
whether  separation  exists  or  not.  This  question,  it  is 
shown,  is  complicated  by  the  necessity  of  readjusting 
the  seciuity  for  local  loans  already  issued  and  for  pro- 
tecting local  credit  for  subsequent  loans.  Such  an 
adjustment  has  been  made  in  California,  where  separa- 
tion is  most  nearly  complete. 

Home  rule  offers  possibilities  for  the  adoption  of  little 
more  than  a  negative  program.  Exemptions  may  be 
applied  to  properties  peculiarly  difficult  to  assess,  and 
heavier  rates  may  be  applied  to  other  properties  sup- 
posedly benefiting  from  local  privileges,  but  this  only 
with  the  danger  of  introducing  heterogeneity  as  between 
districts,  and  of  contributing  to  inequality  within  dis- 
tricts. The  reasons  for  making  exemptions  are  not  of 
imiversal  application,  and  the  actual  burdens  of  taxes 
are  frequently  different  from  those  caused  by  their 
immediate  incidence.  Moreover,  there  is  little  reason 
to  suppose  that  assessment  difficulties  in  respect  to  the 
most  tangible  of  property  will  be  removed  by  relieving 
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one  type  of  property  from  taxation  and  by  breaking 
loose  from  the  supervision  of  the  state  as  a  miif ying  and 
tax-codrdinating  force.  Efficient  supervision  may  be 
assigned  as  the  most  direct  and  potent  cause  for  the 
approach  to  full  value  assessments  of  property  in  states 
which  approach  such  a  condition,  and  it  would  be 
clearly  a  step  in  the  wrong  direction  to  do  anything  to 
retard  the  well-defined  movement  toward  central  super- 
vision. To  advocate  unconditional  decentralization 
in  tax  matters,  so  far  as  to  exclude  central  supervision, 
is  tax  heresy. 

The  fact  of  partial  or  complete  separation  of  sources 
has  undoubtedly  been  a  potent  contributing  cause  to 
excessive  state  expenditure,  and  home  rule,  involving  a 
complete  divorcement  of  state  and  local  tax  matters, 
would  only  add  fuel  to  the  fire.  Whatever  may  be  the 
need  for  increased  expenditure,  the  only  guaranty 
against  waste  is  to  insure  an  intimate  interest  in  and 
control  over  it  by  those  who  have  ultimately  to  pay  the 
bills. 

To  smnmarize:  home  rule,  even  within  narrow 
restrictions,  may  be  supported  as  a  tax  policy  only  when 
it  allows  for  close  and  intimate  supervision  of  local  tax 
matters  by  a  competent  and  responsible  centrally 
appointed  administrative  body  at  the  same  time  that 
it  grants  to  local  units  measures  of  tax  autonomy. 

Horace  Secbibt. 

NORTHWSffTEBN   UnIVXBBITT. 
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THE  LITERATURE  OF  SCIENTIFIC 
MANAGEMENT 

SUMMARY 

Introduction,  506.  —  1.  Development  and  Theory  of  Scientific 
Management,  509.  —  Earlier  discussion,  510.  —  The  succesnve  publica- 
tions of  F.  W.  Taylor,  611  ;  —  of  Gantt,  614.  —  Essentials  of  Taylor's 
system,  518.  —  Various  other  publications,  521.  —  Emerson's  books, 
527.-2.  Scientific  Management  in  Operation,  530. —  3.  The  Rail- 
roads, 633.  —  4.  Methods;  general  articles  and  books,  53S*  —  Time 
study,  540.  —  Motion  study,  641.  —  Other  questions,  543.  —  5.  The 
Personal  Factor,  547.  —  Bearing  on  larger  social  problems,  561.  —  6. 
Relation  to  Organised  Labor,  663. 

Ant  discussion  of  the  literature  of  scientific  manage- 
ment is  confronted  at  the  outset  with  the  question. 
What  is  scientific  management  ?  The  development  of 
the  factory  system  brought  with  it  many  new  problems 
connected  with  the  organization  and  management  of 
labor,  the  structure  and  equipment  of  factories,  and  the 
technique  of  production.  By  successful  manufacturers 
these  problems  have  always  been  solved  in  a  way  to 
make  manufacturing  at  a  profit  possible.  Early 
solutions,  however,  were  necessarily  crude  and  rough- 
shod. With  the  enormous  increase  in  demand  for 
manufactured  products,  in  the  investment  of  capital, 
and  in  the  number  of  men  engaged  in  the  business,  with 
the  consequent  development  of  ever-keener  competition, 
the  early  methods  have  been  found  insufficient.  Espe- 
cially within  the  last  twenty  years  a  degree  of  skill  and 
technical  training  has  been  brought  to  bear  upon  the 
solution  of  factory  problems  which  has  made  modem 
factory  management  a  thing  much  more  elaborate, 
refined,  and  effective  than  ever  before.     A  series  of 
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improvements  in  administration  and  methods  have 
been  made  by  many  engineers  and  managers,  and  not  a 
few  of  them  have  been  developed  by  a  method  which 
might  truly  be  called  scientific.  Where,  then,  can  we 
draw  the  line  between  modem  management  in  general 
and  what  has  come  to  be  known  technically  as  '^  scien- 
tific management "  ? 

Out  of  the  mass  of  engineers  and  managers  who  are 
responsible  for  present-day  methods,  there  has  grown 
a  group  originating  with  Mr.  Frederick  W.  Taylor  of 
Philadelphia,  who  have  perceived  certain  principles 
underlying  the  practices  of  management  hitherto 
unrelated  and  imco6rdinated.  A  collation  of  isolated 
successful  experiments  in  various  details  of  factory 
administration  and  methods  has  apparently  shown  a 
possibility  of  classification  and  generalization.  Such 
classification  and  generalization  are  the  basis  for  the 
development  of  a  science,  and  the  term  '^  scientific 
management"  is  applied  generally  to  the  body  of 
principles  deduced  from  experience  by  Mr.  Taylor,  and 
the  engineers  associated  with  and  trained  by  him,  and 
to  the  methods  by  which  the  resultant  principles  are 
applied  to  industry.  '^  Scientific  management,"  there- 
fore, is  distinctively  scientific,  since  it  aims  to  correlate 
and  systematize  all  the  best  of  modem  developments  in 
factory  administration,  and  to  push  development 
further  in  accordance  with  the  principles  discovered.^ 

On  the  basis  of  this  definition  it  is  not  difficult  to 
select  that  portion  of  the  large  current  literature  of 
factory  management  which  deals  with  scientific  man- 
agement from  that  other  portion  which  describes  and 
outlines  the  many  unrelated  improvements,  methods, 

>  Mr.  Cbaries  B.  Goins  has  poUiahed  an  artide,  **  The  EflBoieney  MoTvment  —  an 
Outline,**  Tranaaetionat  The  EffioieiiQ^  Society,  yoI.  1,  p.  11,  ahowins  the  place  of  acien- 
tific  manaiement  in  the  modem  derelopmeiita  of  factory  oiianiaatioii  and  poiating  ovt 
the  oommon  dement  in  many  morementa. 
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and  principles  which  are  continually  being  evolved. 
The  literature  of  scientific  management  as  such  is  that 
which  has  been  published  by  those  who  approach  the 
subject  in  a  scientific  manner.  Of  these  Mr.  Taylor 
is  the  acknowledged  pioneer  and  leader  both  in  practice 
and  theory.* 

The  literature  of  scientific  management  is  found  in  a 
few  books  written  by  practitioners  of  the  science,  a  few 
official  reports  growing  out  of  disputes  as  to  railroad 
rates  and  labor  difficulties,  technical  articles  which  have 
appeared  in  the  transactions  of  engineering  societies  and 
in  engineering  and  other  technical  magazines,  and  a 
considerable  mass  of  ''  popular "  articles  written  to 
satisfy  the  recent  widespread  popular  interest  in  the 
subject. 

These  books  and  articles  may  be  classified,  for  the 
purposes  of  the  present  review,  in  six  groups. 

The  first  group  includes  those  incidental  to  or  dealing 
with  the  development  and  theory  of  scientific  manage- 
ment as  a  whole.  It  consists  of  the  original  publica- 
tions of  the  pioneers  and  such  popular  statements  as 
reveal  a  clear  grasp  of  the  movement.' 

The  second  group  includes  descriptions  of  scientific 
management  in  operation,  written  as  a  rule  by  managers 
of  plants  which  have  developed  the  system. 

As  a  result  of  the  injection  of  scientific  management 
into  the  discussion  of  railroad  rates,  there  has  arisen  a 
considerable  body  of  literature  on  the  possibility  of  the 
application  of  the  system  to  railroads.  This  is  of 
sufficient  consequence  to  constitute  the  third  class. 

In  the  fourth  class  are  the  many  detailed  descriptions 
of  methods  which  are  either  distinctive  of  scientific 

>  With  the  poanble  qi>ot*dM  ezoe|»taon  of  Gharies  Babbtce,  whoM  book.  The  Eeon- 
oaiy  of  Mftnuf aeturee,  wee  publiebed  in  1832,  fifty  yean  ahead  of  its  time. 

>  Many  of  the  popular  artkte  an  eridentpot^Mflen,  too  iU-oonddendan^ 
era]  to  be  worthy  of  dlseiMBioii  and  preeenratioiL 
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management,  or,  tho  not  peculiar  to  scientific  manage- 
ment, coordinated  and  assimilated  by  it  into  its  own 
system. 

Those  methods  of  scientific  management  which  affect 
most  directly  the  human  factor  in  production  have 
stimulated  a  literature  which  is  of  sufficient  importance 
to  warrant  being  put  into  a  fifth  class  by  itself. 

In  the  sixth  and  last  group  is  the  series  of  discussions 
dealing  with  the  relation  of  scientific  management  to 
organized  labor. 

The  more  important  books  and  articles  are  discussed 
briefly  in  the  text.  Others  not  sufficiently  distinctive 
or  noteworthy  to  call  for  special  review,  but  important 
for  students  of  the  movement,  are  referred  to  in  the 
notes.  The  text  and  notes  together  cover  nearly  ninety 
per  cent  of  all  that  has  been  published  on  the  subject  in 
English. 

1.  Development  and  Theory  of  Scientific 
Management  as  a  Whole 

In  1832,  Charles  Babbage,  the  eminent  mathemati- 
cian, published  a  book  ^  in  which  he  attempted  to  deduce 
from  the  practice  of  manufacturing  as  it  existed  in  his 
time,  the  general  underlying  principles  which  apparently 
controlled  it.  This  piece  of  work,  tho  crude  in  the  light 
of  modem  advance,  was  so  far  ahead  of  the  state  of 
contemporary  manufacturing  intelligence  that  its  signif- 
icance was  entirely  overlooked,  and  it  is  only  today 
that  the  force  of  his  analysis  is  evident.  Altho  it  does 
not  appear  that  the  modem  group  of  scientific  managers 
are  in  the  slightest  degree  indebted  to  Babbage's  work, 
it  is  interesting  to  observe  in  it  the  suggestion  of  the 
extension  of  specialization  beyond  manual  labor  to 

>  The  Eoonoiny  of  Manulactures.    London,  1832.     (Out  of  print.) 
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mental  labor,  which  is  at  the  basis  of  the  Taylor  doc- 
trines of  functional  foremanship  and  the  separation  of 
planning  from  execution.  Babbage  also  foreshadows 
the  use  of  timing  as  an  aid  in  the  development  of  proc- 
esses; but  in  this  he  was  not  so  fortunate,  and  the 
undeveloped  method  he  used  is  not  even  remotely 
connected  with  modem  time  study. 

The  important  stimulus  to  the  modern  development 
is  f  oimd  in  the  work  of  a  group  of  managers  and  engi- 
neers, members  of  the  American  Society  of  Mechanical 
Engineers,  who  drew  the  attention  of  their  fellow- 
members  to  the  influence  of  wages  on  the  output  of 
workmen.  The  earliest  of  these  was  Mr.  Henry  R. 
Towne,  president  of  the  Yale  &  Towne  Manufacturing 
C!ompany.  Mr.  Towne  has  always  been  essentially 
a  thinker  in  industry.  Early  in  the  '80s  he  wrote  a 
paper  ^  which  was  a  plea  for  the  technically  trained 
engineer  to  concern  himself  in  the  financial  and  profit 
making  aspects  of  management  —  to  be  an  ''econo- 
mist "  because  he  effects  economies.  As  a  result  of 
taking  his  own  advice  in  his  own  plant,  and  after  a 
realization  of  the  practical  inefficiency  of  profit  sharing 
as  an  incentive  to  production,  Mr.  Towne  evolved  *  and 
described  a  modified  type  of  profit  sharing  which  he 
called  ''  Gain  Sharing."  It  consisted  in  modifying 
profit  sharing  by  applying  it  to  departments  instead 
of  to  the  business  as  a  whole,  and  basing  it  upon  demon- 
strable gains  in  the  efficiency  of  departments  as  evidenced 
by  careful  accounting.  Out  of  the  discussion  of  this 
paper  grew  practically  the  entire  modem  literature  on 
wage  systems  as  incentives. 

Prominent  on  this  subject  were  the  papers  of  Mr. 

1  •*  The  EngiiMur  as  Eoonomlfit,"  TimoHiMioni.  Amecioan  Sodoty  of  Meohwuottl 
Ensineen,  vol.  7,  p.  436.  Tbew  tnnsMtiooa  wiU  be  ebbierUted  heieefter  Trane. 
A.  8.  M.  E. 

s  *'  Gun  Sharing."  Timne.  A.  8.  M.  E.,  yoI.  10,  p.  600. 


Digitized  by 


Google 


UTERATURE  OF  SCIENTIFIC  MANAGEMENT      511 

F.  A.  Halsey  and  Mr.  James  Rowan  ^  and  an  article  by 
Mr.  Rowan.^  The  object  in  the  mind  of  these  mani^rs 
was  to  provide  a  definite  basis  on  which  gains  in  effi- 
ciency could  be  measured,  and  to  bring  the  gain  and  the 
consequent  bonus  home  to  the  individual  workman. 
It  was  an  attempt  to  remedy  the  defects  both  of  profit 
sharing  with  its  indefiniteness  and  of  piece  rates  with 
their  temptation  to  cutting;  and  it  amounts  practically 
to  the  rough  determination  of  a  standard  of  individual 
performance  and  the  annoimcement  in  advance  of  a 
systematically  graded  and  expected  cut. 

While  this  discussion  (the  very  considerable  literature 
of  which  is  outside  the  scope  of  this  paper)  was  in  prog- 
ress, Mr.  Frederick  W.  Taylor,  an  engineer  of  Phila- 
delphia, who  had  become  foreman  and  master-mechanic 
of  the  Midvale  Steel  Company,  was  trying  to  solve 
the  problem  of  individual  and  plant  efficiency  by 
another  and  an  essentially  different  method.  One 
result  of  his  experiments  was  the  development  of  a  new 
form  of  piece  rate  now  known  as  the  ''  differential  piece 
rate,"  according  to  which  a  workman  is  paid  a  low  rate 
per  piece  for  ordinary  production  and  a  considerably 
higher  rate  for  production  according  to  a  standard, 
determined  by  careful  and  accurate  time  study,  and 
made  possible  of  attainment  by  systematic  training  of 
the  workman  and  by  such  management  of  the  plant  as 
facilitates  to  the  utmost  the  operations  performed  by 
the  laborer.  Mr.  Taylor's  first  statement  of  his 
methods  and  results  was  submitted  to  the  American 
Society  of  Mechanical  Engineers  in  a  paper '  which  has 

>  **  The  PKmium  Plan  of  Paying  for  Labor,"  Trans.  A.  8.  M.  E.,  yoI.  12,  p.  766. 
Reprinted  in  Sibley  Journal  of  Engineering,  vol.  Id,  p.  219.  and  in  "  Trade  Unionism 
and  Labor  Problems,"  ohap.  zi,  edited  by  John  R.  Commons.    Boston,  1906. 

>  "  A  Premium  System  Applied  to  Engineering  Workshops."  Proeeedings.  Insti- 
tute of  Meehanioal  Engineers,  March  20,  1903,  p.  203. 

s  "  A  Piece  Rate  System,"  Trans.  A.  S.  M.  E.,  vol.  16,  p.  866. 
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been  described  by  Mr.  Going,  the  aceomplished  editcH* 
of  the  Engineering  Magazine,  as  "  one  of  the  most 
valuable  contributions  that  have  ever  been  made  to 
technical  literature." 

At  this  stage  of  the  development,  the  system  con- 
sisted of  ''  three  principal  elements:  (1)  an  elementary 
rate  fixing  department,  (2)  differential  rate  system  of 
piece  work,  (3)  what  he  (Mr.  Taylor)  believes  to  be  the 
best  method  of  managing  men  who  work  by  the  day." 
The  rate  fixing  department  analyzes  and  standardizes 
work  and  piece  rates  with  the  aid  of  elementary  time 
study.  This  procedure  differs  from  that  of  other  rate 
fixing  departments  ''  in  that  a  careful  study  is  made  of 
the  time  required  to  do  each  of  the  many  elementary 
operations  into  which  the  manufacturing  of  an  estab- 
lishment may  be  analyzed  or  divided.  These  elementary 
operations  are  then  classified,  recorded,  and  indexed 
and  when  a  piece  work  price  is  wanted  for  work,  the  job 
is  first  divided  into  its  elementary  operations,  the  time 
required  to  do  each  elementary  operation  is  found  from 
the  records,  and  the  total  time  for  the  job  is  summed  up 
from  these  data." 

The  differential  rate  system  of  piece  work  is  defined 
briefly  as  ''  offering  two  different  rates  for  the  same  job, 
a  higher  price  per  piece  in  case  the  work  is  finished  in 
the  shortest  possible  time  and  in  perfect  condition,  and 
a  low  price  if  it  takes  a  longer  time  to  do  the  job,  or  if 
there  are  any  imperfections  in  the  work  (the  high  rate 
should  be  such  that  the  workman  can  earn  more  per  day 
than  is  usually  paid  in  similar  establishments)."  The 
best  method  of  managing  men  who  work  by  the  day 
''  consists  of  paying  men  and  not  poaUions.  Each 
man's  wages  as  far  as  possible  are  fixed  according  to  the 
skill  and  energy  with  which  he  performs  his  work,  and 
not  according  to  the  position  which  he  fills.     Every 
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endeavor  is  made  to  stimulate  each  man's  personal 
ambition."  The  advantages  of  this  system  as  deduced 
by  Mr.  Taylor  from  ten  years'  experience  with  the 
Midvale  Steel  Company  are:  first,  lower  cost  of  pro- 
duction with,  at  the  same  time,  higher  wages;  second, 
by  substituting  knowledge  for  guess  work,  the  elimi- 
nation of  the  motive  for  "soldiering";  third,  the 
substitution  of  exact  knowledge  leads  to  a  treatment  of 
the  men  with  greater  uniformity  and  justice,  and  their 
response  with  more  and  better  work;  foiuth,  coopera- 
tion of  the  men  and  the  management  is  made  obviously 
their  common  interest;  fifth,  the  system  is  rapid  in 
attaining  the  maximum  productivity,  which  is  automat- 
ically maintained  by  the  differential  rate;  sixth,  it 
selects  and  attracts  the  best  men,  develops  many  slow 
and  inaccmrate  workmen  into  first  class  men,  and 
discourages  and  sifts  out  men  who  are  incurably  lazy  or 
inferior;  seventh,  "  it  promotes  a  most  friendly  feeling 
between  the  men  and  their  employers,  and  so  renders 
labor  imions  and  strikes  uimecessary." 

The  paper  then  proceeds  to  discuss  the  Towne  and 
Halsey  wage  sjrstems  and  profit  sharing,  and  points  out 
the  absence  in  all  of  them  of  a  definite  measure  of  a  day's 
work.  It  then  describes  the  method  of  elementary  rate 
fixing  and  the  application  of  the  differential  piece  rate 
by  its  means,  with  illustrations  of  the  results  attained. 

It  is  significant  of  Mr.  Taylor's  habit  of  mind  that 
this  early  paper  is  a  description  of  methods  and  results, 
including  hardly  a  suspicion  of  theoretical  deduction. 
It  is  a  testimony  to  the  accuracy  of  Mr.  Taylor's  later 
statement  that  scientific  management  is  not  a  theory  to 
be  applied  to  practice,  but  that  it  is  first  and  primarily 
a  practice  out  of  which,  many  years  after  its  beginning, 
a  theory  has  developed.* 

1  An  interestiiig  desoription  of  the  application  of  thia  form  of  pieoe  rate  ia  found  in 
**  The  Taylor  Differential  Piece  Rate  System,"  The  Engineefing  Magaiine,  vol.  20,  p. 
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The  difficulty  of  bringing  a  plant  to  the  necessary 
perfected  d^ree  of  administration  and  the  apparent 
severity  of  the  differential  piece  rate  led  one  of  Mr. 
Taylor^s  collaborators,  Mr.  H.  L.  Gantt,  to  develop  a 
different  form  of  premium  system,  which  retained, 
however,  the  essential  element  of  an  accurate  time  study 
basis.  This  method,  known  as  the  ''  Gantt  bonus 
plan,"  is  a  time  rate  method.  It  guarantees  the  opera- 
tor the  regular  hourly  or  daily  rate  but  adds  a  bonus 
for  achievement  of  the  standard  quantity  and  quality 
of  work,  known  as  ''  the  task."  This  standard  is  set^ 
as  with  Mr.  Taylor's  differential  piece  rate,  by  time 
study.  Mr.  Gantt  has  published  a  large  number  of 
articles  on  the  subject,  the  best  of  which,  together  with 
his  own  development  of  the  relation  of  scientific  man- 
agement to  some  of  the  hiunan  problems  involved,  have 
been  collected  in  one  volume.^ 

Mr.  Gantt  points  out  how  by  the  ordinary  methods 
of  management  the  cost  of  production,  which  is  at  the 
basis  of  the  great  problem  of  the  increasing  cost  of 
living,  follows  a  vicious  circle  of  higher  wages  to  meet 
higher  cost  and  increased  cost  as  the  result  of  higher 
wages.  The  way  out  is  to  manage  production  in  such  a 
way  that  higher  wages  bring  a  decreased  cost;  and  this 
is  the  aim  of  scientific  management.  This  is  accom- 
plished by  standardizing  the  conditions  for  efficient 
operation,  instructing  the  workmen  thoroly  in  the  best 
methods,  and  using  wages  as  an  inducement  to  them 
to  accept  the  instruction  and  the  conditions  provided* 
The  development  of  the  Gantt  bonus  and  its  relation 

617.  by  Mr.  Saafoid  E.  ThompMn,  one  of  the  eariy  ooUaboraton  with  Mr.  Taylor  and  a 
reeogniaad  expert  on  tfane  study.  A  good  disouaaioii  of  the  whole  matter  grew  out  of  a 
weak  paper  by  Mr.  P.  Rieharda,  "  Is  Anything  the  Matter  with  Piece  Woik  7  "  Trans. 
A.  8.  M.  B.,  ToL  26,  p.  68.  participated  in  by  Mr.  Taylor,  Mr.  Emefson,  and  othen. 

>  Work,  Wages  and  Profits.  New  York.  1910.  thm  first  edition,  published  in 
1010,  is  sooMwhat  enlarged  and  considerably  revised  in  the  second  edition,  1918. 
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to  piece  work  are  described  in  detail,  and  the  effect 
of  the  system  on  the  workman's  habits  of  industry 
and  cooperation  is  outlined  and  demonstrated  with 
charts  and  diagrams  showing  comparisons  between  old 
methods  and  the  new.  These  charts,  based  upon  the 
records  of  actual  workers,  are  extraordinarily  interesting 
human  documents,  showing  the  gradual  overcoming  of 
difficulties  and  the  fixation  of  habits  of  punctuality, 
reliability,  and  efficiency.  The  1013  edition  adds  a 
chapter  to  the  effect  that,  as  the  great  natural  resources 
of  this  country  can  be  relied  on  less  and  less  in  competi- 
tion with  other  countries,  our  future  depends  upon  the 
application  of  scientific  methods  and  the  increase  in  the 
efficiency  of  operation,  and  concludes  with  a  brief 
chapter  illustrating  some  of  the  detailed  methods  of  the 
Taylor  System  as  developed  by  Mr.  Gantt. 

This  book  of  Mr.  Gantt's  is  one  of  the  best  that  has 
appeared  on  the  subject  and  is  entitled  to  rank  with  Mr. 
Taylor's  Shop  Management  and  The  Principles  ofSdentir 
fie  Management,  as  one  of  the  standard  authorities. 

Scientific  management,  however,  is  not  merely  a 
system  of  wage  payment.  One  of  its  essential  features 
is  the  determination  and  application  of  standards  not 
only  of  performance,  but  of  methods  and  equipment. 
In  fact,  it  is  a  cardinal  principle  of  scientific  manage- 
ment that  a  proper  standard  of  performance  cannot  be 
attained  in  the  absence  of  standardized  methods  and 
equipment;  and  it  was  in  the  effort  to  secure  standard 
performance  that  Mr.  Taylor  and  his  associates  were 
led  to  investigations  of  detailed  processes  which  have 
themselves  become  classics.  One  of  the  earliest  of  these 
is  Mr.  Taylor's  "  Notes  on  Belting,"  ^  which,  with  the 
later  paper  by  Mr.  Carl  G.  Barth,^  has  had  an  immense 

>  Trana.  A.  8.  M.  E.,  vol.  16,  p.  204. 

s  '*  TnouoimAim  of  Power  by  Leather  Beillnff,*'  Trana.  A.  8.  M.  £.,  yol.  31,  p.  99. 
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influence  on  the  current  manufacture  and  use  of  belts. 
Another  investigation  growing  out  of  Mr.  Taylor's 
work  was  concerned  with  the  proper  composition  and 
method  of  heat  treatment  of  tool  steel,  and  the  shape 
of  cutting  tools.  This  investigation,  carried  on  with 
the  assistance  of  Messrs.  Gantt,  Barth,  and  Maunsel 
White,  and  extending  over  twenty-six  years,  led 
incidentally  to  the  discovery  of  high-speed  steel,  which 
has  revolutionized  machine  shop  practice  and  the 
design  and  construction  of  machine  tools  all  over  the 
world.  The  results  of  this  investigation  are  published 
in  a  paper  called  "  The  Art  of  Cutting  Metals."  ^ 

While  Mr.  Taylor  was  carrying  forward  in  a  variety 
of  industries  the  development  of  his  distinctive  tyi)e  of 
management,  but  was  publishing  nothing  about  its 
details,*  Captain  Henry  Metcalf  had  been  developing 
independently  and  describing  •  a  system  of  routing  and 
accounting  in  the  government  arsenals,  and  Mr. 
Oberlin  Smith,  president  of  the  Ferracute  Machine 
Company,  had  presented  an  interesting  paper  on  the 
naming  of  machine  parts.*  When  the  opportunity 
came  Mr.  Taylor  helped  himself  freely  to  the  suggestions 
in  these  papers  and  incorporated  them,  with  consider- 
able modification,  into  his  practice. 

>  Trana.  A.  8.  M.  E.,  vol.  28,  p.  31.  An  interestiog  explanation  of  one  of  the  means 
by  which  Mr.  Taylor's  results  are  applied  in  machine  shop  practice  is  found  in  the  paper 
by  Mr.  Cail  Q.  Barth.  the  mathematician  of  the  group,  on  "  Slide  Rules  as  Part  of  the 
Ti^ylor  System,"  Trans.  A.  S.  M.  E.,  vol.  25,  p.  49.  An  illustration  of  the  effect  of  such 
work  as  a  stimulus  to  the  application  of  thought  to  management  appears  in  the  article 
by  Mr.  Charies  Day  oaUed  "  The  Machine  Shop  Problem."  ibid.,  voL  24,  p.  1802,  which 
emphasises  the  need  of  oo5rdination,  analysis,  and  a  soientifio  determination  of  facts. 

*  The  only  paper  by  a  member  of  the  Taylor  group  dealing  with  any  detail  was  Mr. 
Gantt's  "  Graphical  Daily  Balance  in  Manufactures,"  ibid.,  vol.  24,  p.  1322,  which  was 
a  description  of  the  method  of  scheduling  introduced  by  him  at  the  American  Locomo- 
tive Works. 

*  "  The  Shop  Order  System  of  Accounts,"  Trans.  A.  S.  M.  £.,  vol.  7,  p.  440.  The 
Cost  of  Manufactures  and  the  Administration  of  Workshops,  John  Wiley  ft  Sods. 
New  York.  1885.    3d  edition.  1907. 

«  "  The  Naming  of  Machine  Parts."  Trans.  A.  S.  M.  E.,  vol.  2.  p.  906. 


Digitized  by 


Google 


LITERATURE  OF  SCIENTIFIC  MANAGEMENT      617 

Finally,  after  twenty  years'  experience,  Mr.  Taylor 
submitted  to  the  American  Society  of  Mechanical 
Engineers  the  history  and  methods  of  his  system  in 
what  seemed  to  him  to  be  definite,  complete,  and 
coordinated  form.  This  was  his  famous  paper  on  ^'  Shop 
Management,''  ^  which  has  been  extensively  reprinted 
and  translated  into  French,  German,  Dutch,  Italian, 
Russian,  Lettish  and  Japanese.  In  response  to  the 
popular  interest  in  the  subject  brought  about  by  the 
raiboad  rate  case  in  1911,  Mr.  Taylor  was  induced  to 
publish  a  less  technical  statement  under  the  name  The 
Principles  of  Scientific  Managements 

'*  Shop  Management "  is  a  considerable  expansion  of 
the  earlier  paper  on  "A  Piece  Rate  System,"  and  includes 
much  of  the  detailed  methods  that  had  been  developed 
by  Mr.  Taylor  in  the  intervening  years,  together  with 
some  analysis  of  the  industrial  and  economic  principles 
involved  in  his  system.  The  emphasis  is  laid  through- 
out on  the  importance  of  ^*  the  coupling  of  high  wages 
for  the  workman  with  low  labor  cost  for  the  employer," 
and  the  eventual  interest  of  the  public  in  the  reduced 
prices  resulting  from  this  combination.  The  difference 
between  the  ''  first  class  man  "  and  the  average  work- 
man, the  means  for  selecting  or  developing  the  former 
class,  the  methods  of  accxu'ate  scientific  time  study,  the 
philosophy  and  operation  of  the  task  idea  in  manage- 
ment, the  determination  of  standards,  the  separation 
of  planning  and  execution,  the  development  of  func- 
tional foremanship  and  the  planning  department,  and 
steps  to  be  taken  in  changing  from  ordinary  to  ''  the 
best  type  of  management,"  are  dealt  with  extensively. 
Emphasis  is  laid  on  the  '^  evils  of  soldiering  "  and  the 

>  TnuM.  A.  8.  M.  E.,  vol.  24.  p.  1337.     New  edition.     New  York.  1911. 

*  Harper  and  Bros.,  New  York,  1911.  A  very  brief  rteum*  by  Mr.  Taylor,  "  Prin- 
ciples and  Methods  of  Soientifie  Management/'  is  found  in  the  Journal  of  Aooountanoy. 
▼ol.  12,  pp.  117.  181. 
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failure  of  piece  rates  and  premium  plans  to  overcome 
them;  it  appears  that  Mr.  Taylor's  entire  system  grew 
out  of  his  determination  to  break  up  this  practice. 

The  objects  sought  can  be  attained,  according  to  Mr. 
Taylor,  most  easily  by  the  application  of  the  following 
principles:  — 

(a)  A  Large  Daily  Task.  —  Each  man  in  the  establishment,  high 
or  low,  should  dally  have  a  dearly  defined  task  laid  out  before  him. 
This  task  should  not  in  the  least  degree  be  vague  nor  mdefinite,  but 
should  be  dreumscribed  carefuDy  and  completely,  and  should  not 
be  eai^  to  accomplish. 

(b)  Standard  CondiUana.  —  Each  man's  task  should  call  for  a 
f uD  day's  work,  and  at  the  same  time  the  workman  should  be  given 
such  standardized  conditions  and  appliances  as  will  enable  him  to 
accomplish  his  task  with  certainty. 

(c)  High  Pay  for  Success.  —  He  should  be  sure  of  large  pay  when 
he  accomplishes  his  task. 

(d)  Loss  in  Case  of  Failure.  —  When  he  fails  he  should  be  sure 
that  sooner  or  later  he  will  be  the  loser  by  it. 

When  an  establishment  has  reached  an  advanced  state  of  or- 
ganization, in  many  cases  a  fifth  element  should  be  added,  namely: 
the  task  should  be  made  so  difficult  that  it  can  only  be  accomplished 
by  a  first  dass  man. 

The  rest  of  the  book  is  an  amplification  of  the 
methods  by  which  these  so-called  ^'principles"  are 
applied. 

The  Principles  of  Scientific  Management  develops  the 
same  ideas  in  a  slightly  different  way.  Considerable 
emphasis  is  laid  on  the  importance  of  the  substitution 
of  scientific  knowledge  and  incentive  on  the  part  of  the 
management  for  the  old  reliance  on  the  crudely  stimu- 
lated initiative  of  the  workman.  There  is  the  same 
discussion  of  '' soldiering,"  inadequacy  of  piece  and 
premium  systems,  and  a  non-technical  review  of  certain 
typical  methods  of  the  system,  with  illustrations  of  the 
application  of  scientific  method  to  such  diverse  opera- 
tions as  shovelling,  pig-iron  handling,  and  the  cutting 
of  metals. 
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It  is  interesting  to  note  in  the  later  book  a  restate- 
ment of  the  ''  principles/'  otherwise  referred  to  as 
"elements";  — 

Fird.  The  development  of  a  true  science.  Second.  The  scienti- 
fic selection  of  the  workman.  Third,  His  scientific  education  and 
development.  Fourth.  Intimate  friendly  cooperation  between  the 
management  and  the  men. 

In  an  earlier  section  of  the  same  book,  these  "  princi- 
ples''  are  restated  in  slightly  different  form  as  the 
"  new  duties  "  devolving  on  the  management.  In  this 
case  they  are  given  as  follows:  — 

Fird.  They  develop  a  science  for  each  element  of  a  man's  work, 
which  replaces  the  old  rule-of-thumb  method. 

Second.  They  scientifically  select  and  then  train,  teach,  and  de- 
velop the  workman,  whereas  in  the  past  he  chose  his  own  work  and 
trained  himself  as  best  he  could. 

Third.  They  heartily  codperate  with  the  men  so  as  to  insure  all 
of  the  work  being  done  in  accordance  with  the  principles  of  the 
science  which  has  been  developed. 

Fourth.  There  is  an  ahnost  equal  division  of  the  work  and  the  re- 
sponsibility between  the  management  and  the  workmen.  The 
management  take  over  all  work  for  which  they  are  better  fitted  than 
the  workmen,  while  in  the  past  almost  all  of  the  work  and  the  greater 
part  of  the  responsibility  were  thrown  upon  the  men. 

It  is  evident  from  these  statements  that  Mr.  Taylor 
does  not  distinguish  sharply  between  principles,  duties, 
and  methods,  and  it  is  di£Bcult  to  see  why  the  methods 
selected  for  elevation  into  the  class  of  principles  are 
limited  to  those  given  and  do  not  include  such  funda- 
niental  and  radical  departmres  as  functional  f oremanship 
and  the  task  and  bonus.  This  is  but  another  evidence 
of  the  fact  that  the  Taylor  System  is  in  reality  the  sum- 
mation of  years  of  the  varied  experience  of  many 
individuals,  which  has  not  even  yet  been  thoroly  codrdi- 
nated  and  developed  into  such  a  system  of  real  princi- 
ples or  laws  as  characterizes  other  modem  sciences. 
I  believe  that  the  principles  are  there  and  that  they 
only  await  definite  and  systematic  formulation. 
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In  the  summer  of  1911,  the  unionized  machinists  and 
molders  employed  at  the  Watertown  Arsenal,  where  the 
Taylor  S3rstem  was  being  developed  by  Mr.  Carl  G. 
Barth,  walked  out;  and  on  being  taken  back  petitioned 
that  the  Labor  Committee  of  Congress  investigate  the 
subject  and  recommend  such  legislation  as  would  be 
necessary  to  protect  their  interests.  A  Committee  was 
appointed  consisting  of  Mr.  William  B.  Wilson,  the 
present  Secretary  of  Labor,  Mr.  William  C.  Redfield, 
now  Secretary  of  Commerce,  and  Mr.  John  Q.  Tilson, 
"  to  investigate  the  Taylor  and  other  S3rstems  of  man- 
agement "  in  government  shops.  The  investigators 
confined  themselves  practically  to  the  Taylor  System, 
held  hearings  at  the  principal  navy  yards,  and  took 
testimony  of  workmen,  foremen,  managers,  "  efficiency 
experts,"  and  practically  the  entire  group  of  Taylor 
System  engineers.  The  result  of  their  investigation 
was  a  brief  report  that  no  legislation  was  necessary. 
More  useful,  however,  was  the  publication  of  the  great 
mass  of  testimony  taken.^  This  report  of  the  hearings 
is  a  perfect  mine  of  information  in  regard  to  the  history, 
methods,  practice,  and  results  of  the  Taylor  System 
and  must  be  strongly  recommended  as  one  of  the 
fundamental  sources  on  the  subject. 

Another  important  body  of  testimony  is  that  intro- 
duced by  Mr.  Louis  D.  Brandeis  as  part  of  the  case 
of  the  shippers  in  the  "  Eastern  Rate  Case  "  *  which  is 
carefully  sifted,  analyzed  and  coordinated  in  Mr. 
Brandeis'  brief.' 

>  HMiings  before  the  Speoial  Committee  of  the  House  of  Representstivee  to  loTee- 
tisate  the  Taylor  and  Other  Systeme  of  Shop  Maoacement.     Washington,    1912. 

>  Interstate  Commerce  Commission  Beports,  toI.  20,  p.  243. 

>  A  part  of  this  brief  was  published  under  the  title  Sdentifio  Management  and 
Railroads.  New  Yofk.  1912.  The  testimony  in  this  case  had  no  eflfeot  on  the  deeUkm 
of  the  Interstate  Commerce  Commission;  but  the  spectacular  and  seemingly  eztrara- 
gant  form  in  which  some  of  the  testimony  was  given  by  persons  outside  the  Taylor 
group  but  influenced  by  it,  caught  the  popular  fancy  and  was  responsible  for  the  gnat 
publicity  the  movement  suddenly  attained. 
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The  moBt  important  publication  of  Mr.  Taylor,  in  addi- 
tion to  those  mentioned,  is  a  book  prepared  by  him  and 
Mr.  Sanford  E.  Thompson,^  which  includes,  in  addition 
to  an  acute  analysis  of  concrete  construction,  certain 
chapters  on  time  study  and  valuable  tables  of  unit  times 
determined  in  accordance  with  the  Taylor  methods.^ 

Altho  the  Taylor  System  has  been  applied  to  many 
types  of  industry  other  than  machine  shop  production 
in  which  it  originated,  little  ha^  been  publiahed  on  these 
applications  by  those  closest  to  the  movement.  Among 
the  detailed  discussions  of  other  industries,  however, 
must  be  mentioned  the  book  by  Mr.  Charles  Day,' 
dealing  with  the  construction  and  layout  of  factories. 
Mr.  Day  points  out  the  influence  of  the  design  of  the 
plant  upon  the  efficiency  of  operation  and  details  the 
work  incident  to  the  planning  and  building  of  the  plant, 
from  the  selection  of  the  site  to  the  construction  of 
buildings  and  the  installation  of  equipment.  Excellent 
illustrations  are  given  of  the  best  layout  and  routing 
of  materials  in  factories  of  diflferent  types.  Mr.  Gantt 
has  published  a  short  paper  dealing  with  the  textile 
industry,*  and  Mr.  Day  has  pointed  out  the  possibility 
of  application  to  diverse  industries  including  public 
service  corporations.' 

>  Concrete  Costs.  John  Wiley  and  Sons.    New  York,  1912. 

*  Two  interesting  artioles  by  Mr.  Taylor.  "  Why  Manufaoturers  Dislike  CoUese 
Graduates."  Sibley  Journal  of  Engineering,  vol.  24.  p.  105,  and  **  A  Comparison  of  Uni- 
versity and  Industrial  Methods,"  Stevens  Indicator,  voL  24.  p.  87,  set  forth  his  convic- 
tions in  regard  to  the  place  of  college  graduates  in  manufacturing  and  particularly  his 
oriticisms  of  their  point  of  view  and  the  handicaps  under  which  they  labor  and  for  which 
their  coQi^e  training  is  responsible.  Chief  among  these  are  the  inability  to  concentrate 
on  an  undertaking  and  bring  it  through  to  a  conclusion,  the  failure  to  recognise  the 
importance  of  punctuality  and  the  value  of  time  and  discipline,  and  a  lack  of  apprecia- 
tion of  the  point  of  view  of  the  workingman. 

There  is  an  interesting  comment  on  this  in  Mr.  D.  C.  Jackson's  '*  Criticism  of  the 
Engineering  Schools."  Stevens  Indicator,  vol.  27,  p.  25. 

*  Industrial  Plants.    New  York.  1911. 

«  "  The  Mechanical  Engineer  and  the  Textile  Industry,"  Trans.  A.  S.  M.  E.,  voL  32, 
p.  499. 

*  *'  Management  Prineiples  and  the  Consulting  Engineer,"  The  Engineering 
Magaaine,  vol.  41.  p.  138. 
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Growing  out  of  the  contributions  of  Mr.  Taylor  and 
his  original  group  are  a  number  of  articles  dealing  with 
the  theory  of  scientific  management  as  it  appears  to 
those  who  first  met  it  in  its  developed  form.  Among 
the  most  interesting  of  these  are  the  Report  of  the  Sub- 
Committee  on  Administration  of  the  American  Society 
of  Mechanical  Engineers.^  This  report,  after  pointing 
out  the  reasons  for  the  present  great  popular  interest 
in  the  subject,  attempts  to  find  the  one  basic  principle 
in  the  movement,  and  discovers  it  in  ^'  the  transference 
of  skill."  Just  as  the  introduction  of  machinery  meant 
'^  the  transference  of  skill  from  the  inventor  or  designer 
to  the  power-driven  mechanism,"  so  scientific  manage- 
ment is  the  transference  of  skill  from  the  manual  worker 
to  the  planning  department  and  functional  foremen, 
resultii^  in  the  saving  of  labor  and  the  increased  output 
and  reduction  of  cost.  The  report  includes  a  collection 
of  interesting  attempts  to  state  the  underlying  principles 
of  scientific  management. 

Mr.  Forrest  E.  CarduUo  *  has  compared  "  conven- 
tional," "  systematic,"  and  "  scientific  "  management, 
with  illustrations  of  administration  of  the  various  types. 
Then  follows  a  discussion  of  the  causes  of  ciurent 
inefficiency,  which  may  be  grouped  into  three  classes: 
those  which  are  chargeable  primarily  to  the  employer, 
those  which  are  chargeable  primarily  to  the  workman, 
and  those  which  are  chai^eable  primarily  to  our  political 
and  industrial  system.  They  include  mental  laziness, 
prejudice  against  so-called  "  non-productive "  labor, 
timidity  of  capital,  lack  of  foresight  and  adaptability, 
mental  inertia,  lack  of  study  of  industry,  inefficient  wage 
systems,  and  avarice,  on  the  part  of  the  management; 

t  '*  Tbo  PraMnt  State  of  tlw  Art  of  Industriftl  Manacemeiit,"  Joumal.  A.  8.  M.  E. 
May.  1013,  p.  871. 

>  **  Indiutrial  AdminJatratba  mad  Seientifie  ManacBmeBt,**  Maohinefy,  vol.  18. 
pp.  848.  931;  vol.  10.  p.  18. 
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and  on  the  part  of  the  workmen,  disinclination  to  work 
at  other  than  their  accustomed  pace^  lack  of  ambition, 
mental  laziness,  and  enmity  to  their  employers;  and  on 
the  part  of  the  political  and  industrial  system,  periodical 
depressions,  seasonal  variations  in  work,  intense  indi- 
vidualism, wasteful  competition,  and  sudden  changes 
in  laws,  customs,  fashions,  and  social  conditions.  The 
paper  closes  with  an  enimieration  of  the  objections  to 
scientific  management  and  the  answers  to  them  and  is, 
on  the  whole,  one  of  the  best  contributions  to  the 
subject. 

Lieut.  G.  J.  Meyers  ^  has  made  an  interesting  attempt 
to  deduce  and  formulate  '^  laws  "  of  management.  He 
gives  the  following  synopsis  pf  laws:  — 

Law      I.  — What  to  do. 

Law  II.  —  iDstructions  before  work  starts. 

Law  III.  —  Machines  and  tools. 

Law  rv.  —  Workmen. 

Law  y.  —  Insure  instructions  are  carried  out. 

Law  VI.  — Costs. 

Law  VII.  —  Study  for  improvements. 

Each  statement  begins:  ''  It  is  necessary  in  any 
activity."  Thus  Law  I  is  in  this  form:  "  It  is  neces- 
sary in  any  activity  to  have  a  complete  knowledge  of 
what  is  to  be  done  and  to  prepare  instructions  as  to 
what  is  to  be  done  before  the  work  is  started,"  and  so 
for  each  topic  in  the  synopsis.  The  formulation  of  each 
law  is  followed  by  a  brief  statement  of  the  reasons  for  it 
and  the  method  of  its  application.  The  paper  is  a 
highly  interesting  essay  in  the  formulation  of  industrial 
principles.' 

<  "  The  Scienee  of  Management,"  Journal  of  the  Axnerioan  Sodety  of  Naval  Engi- 
Men,  YoL  23,  p.  9M. 

*  To  ilMee  ahould  bo  added  the  following:  Mr.  H.  P.  Kendall*a  "  Management: 
Uamrrtematiaed.  Systematiaed  and  SoientUle,"  Soientifio  Management,  Tuok  School 
Coafennee,  1013,  p.  112;  reprinted  in  Indnetrial  Engineering,  vol.  10,  p.  374,  a  oom> 
paoKw  of  the  typee  of  management  mentioned,  baaed  on  the  writer's  peiaonal  ezpeiienoe 
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The  present  writer  ^  has  pointed  out  that  the  time 
study  methods  of  the  Taylor  System  provide  a  definite 
basis  for  one  side  of  the  wage  bargain:  to  wit,  the  con- 
tent of  a  day's  work,  but  makes  no  attempt  to  det^- 
mine  the  equivalent  day's  wage,  except  to  provide  a 
means  through  the  bonus  or  differential  rate  for  the 
application  of  the  principle  that  superior  service  should 
be  paid  at  a  superior  rate. 

M.  LeChatelier's  Introduction  to  the  French  trans- 
lation of  The  Principles  of  Scientific  Management 
discusses  the  fear  both  on  the  part  of  the  employers  and 
the  workmen,  that  the  radically  new  methods  of  scienti- 
fic management  will  bring  about  critical  economic 
problems  of  readjustment;  and  lays  this  fear  to  igno- 
rance of  the  gradual  working  out  of  economic  changes. 

Mr.  Morris  L.  Cooke,  now  director  of  Public  Works 
in  the  City  of  Philadelphia,  and  one  of  the  later  addi- 
tions to  the  original  Taylor  group,  was  retained  by  the 
Carnegie  Foundation  to  make  an  investigation  of 
academic  efficiency  from  the  point  of  view  of  an  indus- 
trial administrator.^  Mr.  Cooke  discusses  current 
types  of  university  organization,  the  college  teacher 
as  a  producer,  research,  the  economical  use  of  buildings, 
fimctional  activities,  financial  administration,  and 
student  administration.  According  to  him,  there  is  no 
present  gauge  to  efficiency  in  academic  work  and,  while 
recognizing  that  the  product  of  the  university  is  of  so 

with  the  Ust  two  and  a  wide  aoqoaintaziee  with  the  fizvt.  Mr.  Traoy  Lyon's  brief  review 
of  principlee  in  "  Scientific  Induetrial  Operation."  in  "  Technology  and  Industrial  Effi- 
denoy,*'  p.  200,  New  York,  1911.  Reprinted  in  Iron  A«e,  vol.  87,  p.  922,  and  in  Indus- 
trial World,  vol.  46,  p.  464.  Mr.  A.  Hamilton  Church's  "  The  Meaning  of  Sdentifie 
Management,"  Engineering  Magasine,  vol.  41,  p.  97,  which  is  one  of  numerous  8ugge»* 
tive  but  unsuccessful  attempts  to  find  "  the  one  "  principle  underlsring  the  movement. 
Finally,  the  editorial,  "Scientific  Management  More  Than  a  Labor  Problem,"  Industrial 
Engineering,  y<A.  11,  p.  467,  pointing  out  the  indurivenees  of  the  method. 

>  C.  B.  Thompson,  **  Relation  of  Scientific  Management  to  the  Wage  Problem," 
Journal  of  Political  Eoonomy,  vol.  21,  p.  630. 

>  **  Academic  and  Industrial  Efficiency,"  Carnegie  Foundation  Bulletin  No.  6.  1910. 
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intangible  a  nature  as  not  to  be  subject  to  exact  meas- 
urement, he  points  out  the  possibility  of  the  application 
of  a  unit,  the  student-hour,  to  the  measurement  of 
administrative  efficiency.  His  discussion  is  brought 
to  bear  in  detail  upon  the  administration  of  a  physics 
department  and  includes  an  application  of  some  of  the 
methods  of  industrial  administration.^ 

Interesting  suggestions  for  the  partial  or  complete 
application  of  the  Taylor  System  to  varied  industries 
are  made  by  Mr.  F.  B.  Gilbreth  ^  when  he  shows  the 
revolutionary  result  of  the  application  of  motion  study 
to  a  trade  so  ancient  as  laying  bricks,  and  by  Mr.  B.  M. 
Ferguson'  who  details  the  favorable  results  of  his 
e3q)eriments,  particularly  in  its  application  to  outdoor 
construction. 

The  success  of  the  application  of  the  Taylor  System 
to  the  government  arsenals  drew  the  attention  of 
engineers  in  the  Navy  to  the  possibility  of  its  application 
to  their  branch  of  the  service.  This  is  discussed  by  Mr. 
C.  S.  Brewer  *  and  by  lieut.-Commander  W.  B.  Tardy .*^ 
Particularly  interesting  is  the  Report  of  the  Civilian 
Expert  Board  *  on  Industrial  Management  of  United 
States  Navy  Yards.  This  Board,  appointed  by  the 
Secretary  of  the  Navy  and  consisting  of  Messrs.  H.  L. 

I  The  foaowinc  Mtfalw  may  be  taton  m  ■Mnptoe  of  the  ownmunt  provoked  by  this 
■tody:  "  Eduoaikmel  end  Industrial  Eflldenoy,"  Sdenoe,  N.  s.,  vol.  38.  p.  101  by 
Blehard  C.  Madeurin,  Praddent  of  the  Massachusetts  Institute  of  Teehnoloey,  who  is 
appralieDsive  that  the  methods  proposed  by  Mr.  Cooke  will  oonsome  too  mneh  of  the 
time  of  olBoen  of  instmetion  and  ^HU  tend  to  distract  attention  from  the  fundamental 
pwrpose  of  a  university;  *'  Educational  or  Administrative  Bfllcienoy."  Rniineering 
Magasine.  vol.  40,  p.  606  (anonymous);  and  "  Scientifio  Management  and  Aoademie 
Bfl&deney."  The  Nation,  vol.  93,  p.  416  by  Professor  A.  G.  Webster. 

a  Brieklayint  System.    New  York  and  Chieato,  1909. 

•  "  The  Application  of  the  Taylor  System  to  Gas  Woiks,"  American  Gas  Light 
Joumalt  vol.  96,  p.  226,  and  Progressive  Age,  vol.  29,  p.  830. 

«  "  Scientific  Management  in  the  Army  and  Navy,"  Worid's  Woric,  voL  28,  p.  811. 

•  *' A  Plea  for  a  Btandaid  Organisation  of  the  Engineer  Divisioii  Aboard  Ship."  etc.. 
Journal  of  the  American  Sodety  of  Naval  Engineers,  vol.  28,  p.  681. 

•  Prspared  by  direction  of  Hon.  George  von  L.  Meyer,  Seoetaiy  of  the  Navy. 
Washington.  1912. 
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Gantt,  Harrington  Emerson,  and  Charles  Day,  investi- 
gated the  present  functions  and  conditions  of  navy 
yards.  They  discussed  the  efEiciency  of  their  manage- 
ment in  comparison  with  that  of  industrial  plants  and 
made  certain  recommendations  in  regard  to  the  nature 
of  the  work  properly  to  be  performed  in  navy  yards  and 
'Hhat  scientific  management  be  introduced  and  per- 
petuated in  the  navy  yards  which  it  is  decided  to 
operate." 

The  most  ambitious  attempt  to  apply  the  Taylor 
principles  to  selling  has  been  made  by  Mr.  Charles  W. 
Hoyt.^  He  describes  such  modem  methods  as  training 
classes,  salesmen's  conventions,  standardiased  talks, 
and  outlines  rather  inadequately  the  application  of  the 
scientific  method  of  approach  to  the  problems  of 
salesmanship.' 

The  growing  realization  that  perhaps  the  greatest 
economic  waste  from  which  we  suffer  is  due  to  the 
inefficient  management  of  household  economy  has 
resulted  in  some  thought  being  given  to  the  working 
of  the  Taylor  principles  in  domestic  management. 
The  most  suggestive  article  on  this  subject  is  that  by 
Mr.  J.  B.  Guernsey,'  which,  however,  is  rather  too  vague 
and  theoretical  to  be  of  practical  service. 

It  is  not  strange  that  the  best  known  and  most 
popular  books  on  the  principles  of  scientific  management 
are  not  those  written  by  its  originator  and  his  co- 
workers; they  are  the  product  of  persons  who  have  been 
influenced  by  them  and  whose  gift  of  expression  is  more 
highly  developed.      Foremost  among  these  are  two 

>  Sctontifio  Salas  Blaaacement.     New  HftTea,  lOia. 

>  Otber  vetidoB  doding  briofly  with  this  subjeet  are  Mr.  Anuua  Walker's  "  Seieiiti- 
fle  Managemwit  Applied  to  Commereial  Enterprises,'*  Journal  of  Politieal  Eeonooay, 
Tol.  21,  p.  388,  and  Mr.  J.  George  IVsderiek's  "  Applyinc  the  Seieaoe  of  Manafemeni 
to  aellinc"  Industrial  Engineering  vol.  12,  p.  204. 

•  *'  Seientifio  Management  in  the  Home,"  Outlook,  voL  100,  p.  821. 
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books  by  Mr.  Harrington  Emerson,^  marked  by  a 
breadth  of  interesting  information,  and  a  capacity  for 
inspiring,  almost  poetic,  elucidation,  which  have  made 
them  the  most  popular  expositions  of  the  subject.* 

Mr.  Emerson  discusses  certain  typical  inefEiciencies 
and  their  significance,  the  causes  of  national  industrial 
prosperity,  the  strength  and  weakness  of  existing 
systems  of  organization.  He  then  proceeds  to  an 
exposition  of  his  own  method  of  line  and  staff  organiza- 
tion, the  determination  and  realization  of  standards, 
cost  accounting,  the  location  and  elimination  of  wastes, 
and  the  Emerson  bonus  system.  His  method  differs 
from  that  of  Mr.  Taylor  in  two  respects:  in  the  first 
place,  in  the  line  and  staff  organization,  the  staff  con- 
sisting of  the  experts  occupies  an  auxiliary  and  advisory 
relation  to  the  management,  whereas  in  the  Taylor 
System,  the  experts  are  the  functional  foremen  and  are 
an  integral  executive  part  of  the  organization;  in  the 
second  place,  the  Emerson  bonus  proceeds  on  the  rough 
determination  of  a  standard  efficiency  which  he  calls 
1^00%;  the  workman  who  attains  67%  or  less  gets  his 
guaranteed  day  wages,  and  is  paid  a  bonus  on  a  sliding 
scale  for  every  increase  in  the  percentage  of  efficiency; 
at  100%  the  bonus  amounts  to  20%  of  his  wages  and 
1%  is  added  for  each  additional  1%  of  efficiency.  As 
the  task  is  not  originally  so  accurately  and  thoroly 
set  as  in  the  Taylor  System,  the  workman  can,  and 
frequently  does,  exceed  the  100%  mark. 

Mr.  Emerson  states  the  principles  of  management 
as  follows:  (1)  clearly  defined  ideals;  (2)  common 
sense;  (3)  competent  counsel;  (4)  discipline;  (5)  the 
fair  deal;  (6)  reliable,  immediate,  and  adequate  records; 

1  EflSdeney,  New  Yoik.  1910,  and  The  Tirelv«  Prindides  of  Effidenoy,  1012. 

*  Two  other  wmpHfled  ezpoeitioiie  worth  mentioDinc  are  the  Primer  of  Soientifio 
ManaflemeBt.  New  York,  1912,  by  Mr.  F.  B.  GObreth,  and  the  misnamed  "  Pftyehol- 
ogr  of  Management,"  InduetrUA  Engineeiing,  vol.  11,  pp.  343, 429;  voL  12,  pp.  13, 65, 
116, 166,  199,  248:  vol.  13,  pp.  18.  66,  113,  161,  213,  by  Mn.  L.  M.  QObfeth." 
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(7)  despatching;  (8)  standards  and  schedules;  (9) 
standardized  conditions;  (10)  standardized  operations; 
(11)  written  standard-practice  instructions;  (12)  effi- 
ciency reward.  Most  of  these  are  not  by  any  means 
peculiar  to  scientific  management,  nor  can  it  be  said 
that  Mr.  Emerson's  application  of  them  is  distinctively 
original.  Incidentally  it  is  interesting  to  note  the 
gradual  change  from  Mr.  Emerson's  acknowledgment 
of  indebtedness  to  Mr.  Taylor  in  certain  discussions 
in  the  American  Society  of  Mechanical  Engineers  to  the 
reversal  of  this  position  in  his  later  published  work. 

Out  of  the  large  niunber  of  books  written  within  the 
last  five  years  on  the  general  subject  of  factory  admin- 
istration, foxu*  of  the  most  important  devote  attention 
to  a  discussion  of  scientific  management  and  show  in 
general  considerable  influence  by  it.  The  most  note- 
worthy of  these  are  by  Mr.  Charles  B.  Going  ^  and  Mr. 
Dexter  Kimball,*  —  tliese  two  are  especially  valuable 
for  the  setting  they  give  scientific  management  in 
the  development  of  modem  administrative  methods; 
Messrs.  Galloway,  Hotchkiss  and  Mavor;'  and  Mr. 
Hugo  Diemer.^ 

It  ia  natural  that  such  a  radical  and  far-reaching 
movement  as  scientific  management  should  meet 
criticism.  It  has  in  fact  been  a  veritable  storm-centre. 
Much  of  the  criticism  is  aimed  at  detidls  and  will  be 
discussed  later;  but  the  following  articles  go  for  the 
system  root  and  branch  and  should  properly  be  enumer- 
ated here.  The  most  comprehensive  criticism  is  that 
by  Admiral  John  R.  Ekiwards,^  who  sums  up  the  com- 
m^its  of  most  of  the  adverse  writers,  and  adds  on  his 

t  Prinovka  of  Indnrtrial  Bngineeriiic.  New  YoA,  1911. 

*  Pilneiplis  of  Indwtrial  Orguiimtion.    New  Yoric,  1018. 

*  BudnenOisaniairtion.    New  York,  1912. 

*  Faetory  Orguiisatio&  and  Adminktrmtioo.    New  York,  1910. 

»  "  Tbe  Fetiahinn  of  Soientific  Manacemant/'  Journal  of  Ameiioan  Sooiely  of  Naval 
Ensiiieers,  toL  94,  p.  36&. 
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own  account  that  scientific  management  does  not  cover 
the  whole  of  management,  and  that  in  any  case  manage- 
ment is  an  art  rather  than  a  science,  that  the  Taylor 
System  antagonizes  the  workmen  and  neglects  the 
personal  equation,  and  that  whatever  advantages  have 
come  from  it  have  been  incidental  by-products.  An- 
other severe  criticism  is  that  by  Mr.  A.  Hamilton 
Church,^  who  attacks  particularly  certain  extracts  from 
Mr.  Taylor's  writings,  leading  to  the  conclusion  that 
Mr.  Taylor  does  not  show  a  science.*  Mr.  Church 
and  Mr.  L.  P.  Alford*  undertook  to  enumerate  the 
principles  of  management  and  pointed  out  the  place  of 
the  Taylor  System  in  them.* 

As  already  stated,  most  of  the  popular  articles  on  the 
subject  ai^  obviously  journalistic  and  ephemeral.  The 
most  spectacular  discoveries  of  Mr.  Taylor  and  his 
co-workers  lend  themselves  easily  to  "  popular  "  treat- 
ment; and  the  possible  results  of  the  application  of  the 
stop-watch  and  the  micrometer  appeal  effectively 
to  the  imagination  of  magazine  and  newspaper  writers. 
Most  of  their  work  contains  nothing  new  or  significant. 
The  few  popular  articles  of  real  value  are  listed  below.' 

>  "  Has  Sdentifio  Manaceinfint  Sdenee  T  "  Amorioaii  Maehiawt,  vol.  86,  p.  108. 

*  The  SUM  point  is  made  in  an  editorial  called  "  The  Soienoe  of  Maaacement 
Defined,  and  the  Scope  of  this  Science,*'  Engineering  and  Contracting,  vol.  80,  p.  839. 

s  "  The  Principles  of  Management,"  American  Machinist,  vol.  86,  p.  867.  Ee- 
viewed  by  Mr.  D.  S.  Kimball  and  Mr.  J.  Calder,  ibid.,  p.  966. 

*  Other  important  general  criticisms  are  those  by  Mr.  Dexter  S.  Kimball,  **  Another 
Side  of  Effidenoy  Engineering,"  American  Machinist,  vol.  86,  p.  963,  developing 
briefly  some  of  the  social  and  economic  implications  of  the  movement  and  calling  atten- 
tion to  the  absence  of  a  discussioa  of  distribution;  by  Mr.  H.  G.  Bradlee,  "  A  Consider- 
atbn  of  Certain  limitations  of  Soientifie  Efficiency,"  in  *'  Technology  and  Industrial 
Effldency,"  p.  100,  New  York,  1911;  reprinted  in  Stone  ft  Webster's  PubUo  Service 
Journal,  vol.  8,  p.  828,  pointing  out  that  for  the  most  elTective  applicatioa  conditions 
must  be  uniform,  woric  repetitive  and  the  area  of  operations  small;  by  Mr.  £.  C.  Peck, 
"Systematic  versus  Scientific  Management,"  Iron  Age,  vol.  88,  p.  864,  drawing 
attention  to  the  seardty  of  real  experts  and  the  dangers  of  laeicpert  woric;  and  by  Mr. 
James  R.  Johnson,  *'  A  Manager's  View  of  the  Taylor  System,  '*  American  Machinist, 
vol.  34,  p.  886,  presenting  the  point  of  view  of  the  typical  successful  manager,  that  we 
should  let  well  enough  alone. 

*  The  following  contain  good  enough  ideas,  well  enough  expressed,  to  warrant  listing 
and  reconmtending  them:  Mr.  A.  G.  Popke's  "  The  Belations  of  Capital,  Labor  and 
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2.  Scientific  Managehbmt  in  Ofbration 

As  yet  nothing  has  been  published  summarizing  the 
results  of  the  application  of  scientific  management  in 
any  large  proportion  of  the  plants  which  are  using  it. 
The  nearest  approach  to  a  review  of  its  present  status 
is  in  the  Report  of  the  Sub-Committee  on  Administra- 
tion of  the  American  Society  of  Mechanical  Engineers, 
referred  to  above.  It  is  significant  that  one  of  the 
signers  and,  I  believe,  the  actual  writer  of  this  report 
is  Mr.  L.  P.  Alford,  mentioned  above  as  one  of  the 
critics  of  the  movement.  Mr.  Alford  has  written 
another  excellent  article,^  based  on  the  experience  of  a 
well-known  Philadelphia  company.  Mr.  A.  W.  Shaw, 
editor  of  the  magazine  Systenty  gives  a  good  brief 
review,*  describing  the  work  of  the  system  at  the  Tabor 
Manufacturing  Company  in  Philadelphia,  and  suggest- 
ing the  method  of  its  application  to  business  problems 
in  general  and  the  results  that  might  reasonably  be 
expected  from  it.  The  experience  of  the  Link  Belt 
Company  of  Philadelphia  is  described  by  Mr.  James  M. 
Dodge,  its  president,*  and  a  complete  and  detailed 

Bffieieney  m  ManufMtuiinc/'  BncineexiDc  MacftcEiM,  voL  43,  p.  867,  pointinc  out  tlie 
niifwumity  of  incwmig  effidenoy ;  Mr.  B.  Peny's  **  The  Outsider  and  iht  Bngy  Bubimm 
Man,"  ibid.,  vol.  40,  p.  249,  answeriiig  the  old  saw  that  improvement  ahould  oome  from 
the  inaide  and  not  from  the  outside  expert;  a  series  of  articles  by  Mr.  B.  M.  Wooley.  — 
'*  The  One  Best  Way,"  System,  vol.  20,  pp.  227, 366, 400, 014; "  Sdentifio  Management 
in  the  Office,"  ibid.,  vol.  21.  p.  3;  "  Getting  Out  the  Mafl,"  ibid.,  vol.,  21.  p.  284;  ■*  The 
Wanton  Waste  of  Labor,"  ibid.,  vol.  21,  pp.  13, 178,  "  Lost  Motions  in  Retafl  SeOmg,'* 
ibid.,  vol.  21,  pp.  300, 400,  —  well  written  and  sunestive;  Mr.  H.  B.  FhiIbriok*s  "  8oi- 
antifio  Maaacsment,"  Worid  To-day,  vol.  21,  p.  1107,  devdoping  the  idea  that  sdentifie 
maaagsment  is  a  resumption  of  the  direet  ovenaght  over  production  which  had  grado- 
aOy  vanished;  an  anonymous  article,  "  What  is  Scienttfic  Management,  and  What 
Does  it  Do  T  "  Industrial  Rnginxering,  vol.  9,  p.  1;  an  article,  also  anonymous,  on 
**  Efficiency  Program,"  Independent,  vol.  70,  p.  789;  an  anonymous  article  entitled 
"  Aspects  of  Sdentifio  Management,"  The  Nation,  vol.  92,  p.  404;  and  an  excellent 
artide  by  Mr.  F.  B.  Copley,  *'  How  it  Woilcs:  What  Mannfaoturen  and  Workmen  are 
Getting  out  of  Scientific  Management,"  American  Magasine,  vol.  76,  p.  11,  summaris- 
ing the  results  of  an  extensive  investigation  and  approved  personally  by  Mr.  Taylor. 

>  "  Bewntific  Management  in  Use,"  American  Maehinist,  vol.  88.  p.  048. 

>  "  Scientific  Management  in  Busbsss,"  Review  of  Reviews,  vol.  48,  p.  327. 

•  '*  A  Histoiy  of  the  Introduction  of  a  Stystem  of  Sbqp  Management,"  Trans.  A.  8. 
M.  E.,  voL  27,  p.  720. 
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6]q>lanation  of  the  operation  of  the  Taylor  System  in 
that  plant  is  given  by  lieut.  Frank  W.  Sterling.^  The 
experience  of  the  same  plant  is  the  basis  of  an  article 
by  Mr.  G.  W.  Adams,  its  superintendent.*  The  same 
methods,  as  worked  out  by  the  Midvale  Steel  Company, 
are  described  by  Mr.  H.  L.  Arnold.'  An  excellent  de- 
scription of  the  early  application  of  the  Syst^n  at  the 
Bethlehem  Steel  Works  is  published  by  Mr.  H.  L.  Gantt,^ 
and  the  story  of  its  introduction  and  results  at  the 
Tabor  Manufacturing  Ck)mpany  is  told  by  Mr.  Wilfred 
Lewis,  the  president  of  the  company.*  The  methods 
described  in  Mr.  H.  P.  Kendall's  paper  ^  are  in  the  main 
those  of  the  large  printing  and  binding  establishment 
of  which  he  is  the  general  manager.  Mr.  Carl  G.  Barth 
gives  an  interesting  anecdotal  accoimt.^  lieut.- 
Commanders  W.  B.  Tardy*  and  A.  M.  Cook*  give 
the  results  of  the  application  of  the  principles  of  the 
system  to  gunnery  practice  and  to  the  administration 
of  a  navy  yard.  The  same  subject  is  also  dealt  with  by 
Mr.  Holden  A.  Evans  in  a  series  of  articles.^® 

1  "  The  SucoeMfiil  Opemtkm  of  a  ByHii&m  of  Seientifio  Maiu«em«nii"  Jounul  of 
AmericMi  Sooiety  of  Nayal  Engbeen,  voL  34,  p.  167. 

«  «*  The  Differantial  PSeee  lUte,"  Anwrioan  Maoliiiiirt,  vol.  34.  p.  18. 

s  "  Pn-aminentSaMeaiaf  the  Differential  Pieee  Rate  Qyetem/*  Ensineeriiig  HCaga- 
■be.  Tol.  13,  p.  831. 

•  **  A  PracUoal  Application  of  Soientifio  Management,"  Enginenring  Magaiine,  yd. 
41,  p.  1. 

•  '*  An  Object  LeiMn  in  Effldenflj,"  in  *'  Technology  and  Induatrial  Efficiency,"  p. 
173.    New  York,  1011. 

•  "  Management:  UneyetematiMd,  Sytematiaed,  and  Scientific,"  Sdentiflo  Man- 
agement, Tudc  School  Conferenoe,  1912,  p.  113.  Abetraet  in  Indvietrfal  Engineering, 
▼oL  10,  p.  374. 

'  "  Bettennent  of  Maohine-Tool  Operation  by  Scientific  Metal  Catting,"  Enguieer- 
ing  Magaaine,  voL  42,  p.  586. 

•  "  Scientific  Management  and  Efficiency  in  the  United  Statee  Navy,"  Engineering 
Magaaine,  vol.  41,  p.  645.     American  Review  of  Reviewe,  toL  44,  p.  239. 

•  "  Sdentiflo  Management  Methoda  at  a  Naval  Magaiine,"  Engineering  Magaabie, 
yd.  42,  p.  76. 

M  *'  Redaction  in  Cost  of  Navy  Yaid  Woric,"  American  Machinist,  vol.  38.  p.  12d0; 
"  General  Inatniotion  for  Machine^hop  Methods,"  ibid.,  voL  81,  p.  610;  "  Detailed 
Instmction  for  Machine-Shop  Methods,"  ibid.,  p.  .646;   *'  Do  Taylor's  Methods  In- 
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Twoextended  and  complete  accounts  are  those  by  Mr. 
Charles  B.  Going  and  by  General  William  Crozier. 
Mr.  Going's  article  ^  describes  the  results  achieved  by 
Mr.  Emerson  in  the  application  of  his  form  of  scientific 
management  to  the  Santa  Fe  Railroad,  and  presents 
the  conclusions  of  a  disinterested  spectator  removed 
from  the  stress  of  the  conflict  between  the  railroad 
managers  and  their  critics.  It  will  be  discussed  in 
more  detail  in  the  next  section.  The  reports  by  General 
Crozier  on  the  application  of  the  Taylor  System  to 
government  arsenals  *  are  exceptional  in  that  they  give 
detailed  costs  and  comparisons  to  an  extent  not  con- 
sidered practicable  by  the  managers  of  private  concerns. 
The  1911  report  gives  an  excellent  brief  r^sum^  of  the 
introduction  of  the  system  in  the  Watertown  Arsenal, 
and  a  rather  full  demonstration  of  the  statement  that 
^'  the  practical  effect  of  these  methods  at  the  Water- 
town  Arsenal  has  been  a  material  reduction  in  the  cost 
of  general  manufacture  at  that  place/'  and  describes 
the  beginning  of  the  trouble  at  that  Arsenal  with  the 
molders  and  machinists.  The  1912  report  pursues  the 
same  subject  and  quotes  comparisons  of  the  cost  of 
production  at  Watertown  and  other  Arsenals  where  the 
system  had  begun  to  be  installed  with  bids  on  the  same 
items  from  outside  concerns.  The  appendix  to  the 
1913  report  gives  the  recent  petition  of  the  Watertown 
employees  for  the  abolition  of  the  Taylor  System,  and 
the  extended  and  conclusive  reply  of  General  Crozier. 

emm  Ftoduetion  T  "  Ibid.,  yoL  M,  p.  1189;  "  Outimt  under  Seientiflo  ManaiMneat/* 
ibid.,  p.  1202. 

The  •ppfioatkm  to  an  automobile  npaSr  ehop  of  the  modifioathm  of  the  Tagrlor  Bye- 
tern  uaed  by  Mr.  Emenon  and  hie  dieoipiea  ie  deeoribed  by  Mr.  A.  Flaek  in  *'  Madda»- 
8h<q>  Esperieooe  with  the  Prindple  of  Effieienigr  Bevard,**  Bngineednc  Macaane.  vol. 
41.  p.  641. 


>  *'  The  Methods  of  the  Santa  Fe."  SnufaMeriiv  Macarine.  toI.  86,  p,  909;  toL  87. 
pp.  9,  285.  837,  641. 

•  Beporte  of  the  Chief  of  Ordnanee  for  1911.  1912.  and  1918.    Washington. 
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3.  Scientific  Manaoescent  and  the  Railroads 

In  the  Eastern  Rate  Case,  the  application  of  the  rail'' 
roads  to  the  Interstate  Commerce  Commission  for 
permission  to  raise  freight  rates  was  met  by  the  shippers, 
under  the  advice  of  Mr.  Louis  D.  Brandeis,  with  the 
coimter-argument  that,  instead  of  raising  the  rates  to 
spend  more  money,  they  should  make  their  operation 
efficient  to  get  more  out  of  their  present  expenditure. 
In  the  course  of  the  hearings,  the  following  testimony 
was  introduced :  — 

Mr.  Brandeis.  You  have  been  quoted,  Mr.  Emerson,  as  stating 
that  in  your  opinion,  by  the  introduction  of  proper  efficiency  sjrstem 
of  scientific  management,  the  railroads  of  the  United  States  could 
effect  an  economy  of  perhaps  S300,000,000  a  year,  or  not  less  than 
S1,000,000  a  day. 

Mr.  Emerson.  That  is  correct  —  that  is,  I  have  been  quoted  as 
having  stated  that. 

Mr.  Brandds.    Is  it  your  opinion  that  that  is  the  fact  ? 

Mr.  Emerson.    At  least  that.^ 

Altho,  as  stated  above,  the  decision  of  the  Commission 
was  not  affected  by  this  testimony,  the  publicity  it 
received  stirred  up  an  intense  discussion,  much  of  which 
on  the  part  of  the  railroads  showed  signs  of  the  spirit  of 
the  man  who  has  been  stung. 

The  best  summary  of  the  testimony  bearing  on  this 
subject  is  by  Mr.  Louis  D.  Brandeis,*  who  has  analyzed 
the  meaning,  the  requirements,  and  the  effects  of 
scientific  management,  and  who  groups  the  evidence  of 
the  witnesses  in  accordance  with  the  analysis.     In  an 

1  Brief  onBeludf  ofTMffieComndMeeof  CknimwraUlOiaud^ 
Seabowd,  befoM  tlie  Intemtato  Commeroe  Comminloii,  rv  In^wtisaitioii  of  Proposed 
Advmaoee  in  Freight  Bates  by  Carriers  in  Official  dasrifioation  Territory,  p.  9S. 

>  Scientific  Management  and  Railroads.  New  York,  1911.  Ably  reiriewed  by  Mr. 
Edward  D.  Jones  in  the  American  Economic  Review,  vol.  1.  p.  833. 


Digitized  by 


Google 


634       ,     QUARTERLY  JOURNAL  OF  ECONOMICS 

earlier  article  ^  Mr.  Harrington  Emerson  had  pointed 
out  that,  in  his  opinion,  the  railroads  could  save  1300,- 
000,000  a  year,  and  his  articles  ^  suggest  the  method  by 
which  he  approaches  this  conclusion.  Mr.  Emerson 
had  been  retained  by  the  Santa  Fe  to  develop  his  form 
of  scientific  management  in  part  of  their  work  and  the 
results  are  described  by  Mr.  Charles  B.  Going,'  who 
outlines  the  problems  of  the  road  and  describes  Mr. 
Emerson's  treatment  of  the  stores  keeping,  shop  order 
and  works  order  systems,  maintenance  of  motive  power, 
the  bonus  system,  the  apprentice  system,  and  relations 
with  the  employees.  The  bonus  system  is  further 
described  by  Mr.  Fred  H.  Colvin,  editor  of  The  Ameri- 
can Machinist.* 

Severe  criticism  of  Mr.  Emerson  and  his  methods  was 
made  by  Mr.  Wilson  E.  Symons.'  Mr.  Symons  attacks 
Mr.  Emerson's  statistics,  shows  the  impossibility,  in 
his  opinion,  of  a  million  dollar  a  day  saving,  denies  that 
Mr.  Emerson's  work  on  the  Santa  Fe  was  of  any  value, 
and  gives  examples  of  what  he  considers  real  railroad 

1  "  Preventable  Wastes  and  Losaee  on  Bailroada,"  Railway  Ace  Qaaette.  toI.  45,  p. 
12. 

s  '*  How  Railroad  EffidenQy  Can  be  Meaaured/'  Rngineering  Macaifoe,  yoL  42,  p. 
10;  and  "  The  Methods  of  Exact  Measurement  Applied  to  Individual  and  Shop  EflK- 
eko^  at  the  Topeka  Shops  of  the  Santa  Fe,**  American  Rngineer  and  Railroad  Journal, 
▼ol.  81.  p.  221.  Mr.  Emerson's  work  in  the  Santa  Fe  workndiops  is  praised  by  Mr.  W. 
J.  Cunningham  in  the  discussion  of  Mr.  Taylor*s  address  on  soientifio  management 
before  the  New  Eni^d  Railroad  Qub  (Oot  10, 1911). 

*  "  Methods  of  the  Santa  Fs,"  Engineering  Magasine,  vol.  36,  p.  900;  voL  37,  pp. 
9,  226,  337,  541. 

*  **  How  Bonus  Works  on  the  Santa  Fe,**  American  Machinist,  vol.  36,  pp.  7,  165. 
See  also  two  artides  by  Mr.  Chacks  H.  Fry,  associate  editor  of  the  Railway  Age  Oasette, 
in  the  Railway  Age  Oasette,  voL  41,  pp.  476,  504,  followed  by  an  editorial  on  the  same 
subject,  vol.  45,  p.  413.  Mr.  Fry  outlines  the  organisation  of  the  work  on  that  road 
and  illustrates  with  charts  and  statistics  the  results  attained,  particularly  in  machine- 
shops. 

It  is  generally  understood  that  the  influence  of  Mr.  Emerson  pervades  the  book  of 
Mr.  H.W.  Jacobs,  Betterment  Briefs,  New  Yoik,  1909.  2d  ed.,  deaBng  with  SanU 
Fe  iw^Mftfl  shop  improvements,  reviewed  in  the  Railway  Age  Oasette,  voL  47,  p.  1192. 

*  "  The  Praetioal  Applieation  of  Scientific  Management  to  Railway  Operation,** 
JoumaloftheFranklinInstitute,vol.  178,  pp.  1,140,271,365.  See  also  his  reply  to  an 
editorial  criticism  of  his  own  paper  in  the  Railway  Age  Gaaette,  vol.  51,  p.  1107. 
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eflSiciency.  Whatever  may  be  the  worth  of  Mr.  Symons' 
statistics,  it  is  evident  to  any  one  acquainted  with 
scientific  management  that  he  knows  practically  nothing 
of  the  latter  subject,  and  the  paper  is  valuable  mainly  by 
reason  of  the  discussion  participated  in  by  many  well- 
known  railroad  men.^ 

The  bitterness  of  the  reaction  by  some  railroad  men  is 
illustrated  in  a  series  of  anonymous  articles,*  with  such 
titles  as  ''  Extravagant  Claims,"  ''  Impractical  Theo- 
ries," "  Neglect  of  Human  Element,"  "  Unscientific 
Method  and  Impatience  for  Results,"  and  ''  Neglect 
of  Large  Factors,"  which  criticize  severely  some  of  the 
practices  the  writer  had  apparently  met  with.  It  is 
unfortunate  that  no  means  of  identification  are  given, 
and  there  is  apparently  some  point  to  the  comment  in 
the  letter  by  Mr.  F.  L.  Hutchins  •  to  the  effect  that 
the  writer  of  the  articles  was  mistaken  in  his  classifica- 
tion of  "  efficiency  men."  The  articles  are  well  worth 
reading,  however,  as  they  appear  to  describe  accurately 
the  kind  of  things  done  by  the  many  ill-prepared  and 
inexperienced  practitioners  of  "  efficiency." 

The  objection  to  scientific  management  on  the  rail- 
roads on  the  ground  that  interference  of  the  labor 
unions  makes  it  impossible,  is  voiced  by  Mr.  J.  O.  Fagan  ^ 

1  In  the  ssine  Jownal  appeared  a  defence  of  Mr.  Emenon  by  Mr.  C.  J.  Moirieonr 
"  Letter  on  Sdentifio  Management,*'  Railway  A<e  Gaiette,  voL  60,  p.  214,  and  a  fair 
eritioiam  with  aeknomiedcment  of  variation  of  the  Emenon  and  the  Taylor  methods 
in  an  anonarmous  artioie  on  '*  What  is  Soientifio  Manacement  T  "  iUd.,  vd.  60,  p.  839. 
Two  good  editorials  on  the  subject  are  oontained  in  The  Railway  Age  Gasette:  one  of 
wUeh,  yd.  60,  p.  18,  holds  that "  the  basic  principles  underiying  scientific  management 
are  ooonect,*'  and  the  other,  vol.  60,  p.  210.  that "  the  vahie  and  effeetiveness  of  soienti- 
iic  time  study  cannot  be  questioned."  Some  Justification  of  Mr.  Emenon's  criticism 
of  the  efficiency  of  the  railroads  may  be  found  in  an  article  by  Mr.  "L.  C.  Fritch,  a  weD 
reoognised  railroad  expert,  on  "  Opportunities  for  Economy  on  Railways,"  ibid.,  vol. 
61.  p.  1060. 

*  "  The  Mistakes  of  the  Efficiency  Men,"  Railway  A«e  Gasette,  vd.  60,  pp.  29, 230, 
391.  840, 1060. 

*  Railway  Ate  Gasette.  vd.  60,  p.  208, 

*  **  The  Dream  of  Sdentifio  Masacement  on  Raibroads,"  Journal  of  Aooountanoy, 
voL  12,  p.  1. 
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who  reiterates  his  point  that  the  difficulty  with  the 
raih-oads  is  the  employees.^ 

Other  fundamental  objections  to  the  application  of 
scientific  management  to  railroads  are  discussed  by 
Professor  W.  J.  Cunningham.*  After  stating  the 
principles  of  the  Taylor  System,  he  discusses  the 
testimony  of  Mr.  Emerson  and  points  out  the  vagueness 
of  the  methods  proposed  by  him.  He  criticizes  severely 
Mr.  Emerson's  statistics  and  particularly  the  method 
by  which  he  arrives  at  the  one  million  dollar  a  day 
saving.  Acknowledging  the  success  of  scientific  man- 
agement in  commercial  undertakings,  he  points  out  four 
essential  differences  between  manufacturing  establish- 
ments and  railroads:  (1)  area  and  extent  of  activity; 
(2)  nature  of  product  and  output;  (3)  relations  with  the 
public  and  the  government;  and  (4)  relations  with 
labor  unions,  —  any  one  of  which,  in  his  opinion,  makes 
an  application  of  the  system  to  railroads  impracticable. 
He  then  shows  that  the  railroads  have  in  fact  for  some 
time  been  applying  scientific  management  of  their  own 
kind,  and  that  the  remedy  for  their  administrative 
difficulties  lies  in  a  further  application  of  the  same 
methods  by  better  and  more  efficient  men. 

Another  railroad  man,  Mr.  C.  deL.  Hine,  in  a  stimu- 
lating and  suggestive  book,'  develops  the  thesis  that 
specialization  has  already  been  carried  too  far  on  the 
railroads  and  that  what  they  need  is  decentralization 

>  See  aim  the  diaeu«ion  between  faim  and  Mr.  B.  H.  Abbott  in  **  Humpty  Dumpty'e 
QueetioD,  and  ite  Annrer,"  Outlook,  vol.  97.  p.  643.  The  eubject  it  abo  dealt  with  in 
an  anonsnaous  article  in  the  Iron  A^e,  "  Railmad  Bffidenoy  and  the  Labor  Unioae,'* 
Feb.  38, 1911;  and  tlie  leeponeibflity  for  the  problem  is  traced  in  an  anonymone  artkle, 
"  Geneeis  of  Railway  Brotheriioodi,*'  Railway  A<e  Gaiette.  rol.  60.  p.  782;  the  point  is 
also  mentioned  by  Mr.  W.  D.  Hines  in  "  Scientific  Manatement  for  RaQwayB.'*  Nation, 
▼ol.  91.  p.  676. 

«  '*  Bdentifle  ManajMnent  in  the  Operation  of  Railroads.*'  Quarteriy  Journal  of 
Economics,  toI.  26^  p.  639. 

>  Modem  Orianisation.    New  York,  1912. 
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rather  than  the  increased  centralization  characteristic 
of  scientific  management.^ 

One  of  the  principal  arguments  of  the  railroads  was 
that,  so  far  as  scientific  mana^ment  was  applicable  to 
railroading,  it  was  already  being  applied,  as  was  pointed 
out  in  Mr.  Cimningham's  article  already  referred  to. 
An  attentive  study  of  the  examples  given  by  the  railroad 
writers,  however,  shows  that  in  the  main  they  have 
mistaken  isolated  applications  of  scientific  methods  for 
the  systematized  organization  of  administration,  which 
is  meant  by  ''  scientific  management.''  * 

In  the  meantime,  practical  heed  is  being  given  to  the 
possibility  of  making  some  form  of  application  of  the 
new  system  to  railroading.  For  obvious  reasons  little 
is  being  published  on  this  point,  and  any  reference  to  the 
fact  that  the  methods  are  those  of  Mr.  Taylor  or  Mr. 
Emerson  is  carefully  avoided.' 

The  fact  seems  to  be,  as  expressed  ^  by  Mr.  C.  C. 
Leech,  that  '^  the  efficiency  men  simply  got  in  wrong  " 
and  that  when  personalities  came  to  be  forgotten,  the 
railroad  managers  were  as  alive  as  any  one  to  the  possi- 
bilities of  improvement.*     As  evidence  of  the  truth  of 

>  Attention  ahould  also  be  oaUed  to  two  edttcriala  in  the  Railway  Ace  Gaiette,  vol. 
fiO,  p.  266  and  p.  887. 

s  See  Mr.  C.  B.  Brewer'e  "  Substitute  for  the  Rate  Increaae,*'  etc.,  Scientifio  Ameri- 
can, vol.  104,  p.  500;  Mr.  B.  a  Hinokiey'8*'Tbe8cienttfie71koii|^t  Applied  to  Railroad 
FkoUeme,"  in  "  Technology  and  Industrial  Effidenoy/'  p.  181.  New  York,  1011;  Mr. 
8.  M.  Felton's  "  Soientific  Management  of  American  Raihrays,"  ibid.,  p.  321;  and  an 
itaonymoos  artide,  "  The  Comparative  Merita  of  Functional  and  Geographical  Bsrstems 
of  Oisaniiation,"  Engineering  News,  vol.  64,  p.  6d2. 

*  This  is  shown  in  the  articles  by  Mr.  W.  J.  Harahan  on  "  Sdentiflc  Management," 
RaBway  Age  Gasette,  vol.  60,  p.  212;  by  Mr.  M.  H.  C.  Brombacher  on  "  Application  of 
Sdentific  Management  to  a  Railway  Shop,"  ibid.,  vol.  61,  p.  23;  by  Messrs.  H.  F.  Stamp- 
son,  L.  W.  Allison,  J.  8.  Sheafe.  and  C.  J.  Morrison,  on  "  Application  of  Soientiflc  Man- 
agement to  a  Railway  Shop.'*  ibid.,  vol.  51,  p.  33;  and  by  Mr.  B.  A.  Franklin  on  "  An 
Effidenoy  Experiment  Station  for  the  Railroads,"  Engineering  Magasine,  vol.  42,  p.  1. 

«  *'  A  Letter  on  Efficiency,"  Railway  Age  Qaaette,  vol.  61,  p.  221. 

•  An  awnymous  artide,  **  Sdentific  Management  of  Railway  Shops,"  Maefaineiy, 
voL  10,  p.  16,  csUs  attention  to  the  steps  taken  by  railroads  to  investigate  effideney  as 
a  result  of  the  agitation;  and  an  editorial  in  Engineering  and  ContnMsting,  '*  The  Rail* 
ways  and  Scientifie  Management,"  vol.  86,  p.  379,  points  out  that  scientific  management 
is  BOW  being  applied  to  the  railroads. 
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this,^  may  be  cited  the  work  in  the  Canadian  Pacific 
Shops  where  scientific  methods  have  been  installed  by 
Mr.  Gantt  and  maintained  and  developed  by  Mr. 
Vaughan,  a  leading  raih-oad  expert.' 

4.  Methods 

In  current  discussions  of  scientific  management  so 
much  emphasis  has  been  laid  upon  such  things  as  time 
study,  motion  study,  functional  foremanship,  instruc- 
tion cards,  and  slide  rules,  that  there  is  serious  danger 
of  these  mechanisms  of  the  system  being  taken  for  the 
system  itself.  With  the  warning,  however,  that 
detailed  methods,  either  separately  or  in  mere  aggre- 
gation, are  not  scientific  management,  it  is  worth  while 
to  report  the  best  of  the  articles  and  books  which  have 
appeared  describing  these  methods.  Nor  is  it  super- 
fluous to  warn  readers  of  these  articles  that  the  methods 
dealt  with  are  so  technical  in  their  nature  that  their 
successful  practice  requires  not  only  an  e3q)ert  in  the 
methods  used,  but  an  expert  in  the  proper  adjustment 
of  these  methods  to  each  other  and  particularly  to  the 
entire  spirit  of  scientific  management. 

There  is  an  excellent  series  of  articles  dealing  with  the 
method  of  approach  to  the  system,'  most  of  which  are 

1  In  spite  of  the  eoncluaaon  by  Mr.  George  J.  Bums  in  "  Notable  Effiotenoiee  in  Bail- 
wiy  MMhine-Shop  Operation,"  Engineering  Magasine.  vol.  42,  pp.  161.  386,  616»  that 
the  letting  of  standards  in  a  railroad  shop  is  impossible. 

t  "  Canadian  Paoifie  Shop  Management.'*  American  Machinist,  vol.  35,  p.  1164; 
and  *'  Scheduling  Locomotive  Repair  Work  on  the  Canadian  Pacific  RaQway,"  Indus- 
trial Engineering,  vol.  8,  p.  38Q. 

*  The  best  of  these  are  Mr.  James  M.  Dodge's  "  The  Spirit  in  Which  Sdentiflc 
Management  should  be  Approached,"  Scientific  Management,  Tuck  School  Confer- 
ence, p.  142;  abstract  in  Industrial  Engineering,  vol.  10.  p.  350;  Mr.  H.  K.  Hathaway's 
"  Prerequisites  to  the  Introduction  of  Scientific  Management,"  Engineering  Magasine, 
voL  41,  p.  141;  the  editor  of  Industrial  Engineering  has  an  ezoellent  editorial  on  '*  In- 
staliation  of  Scientific  Management,"  Industrial  Enghieering,  vd.  10.  p.  301;  and 
there  is  a  good  artide  in  the  Iron  Age  by  Mr.  E.  M.  Taylor,  **  Modem  Methods  and  the 
BnsiiMws  Specialist,"  voL  84,  p.  184.  There  is  a  suggestive  and  humorous  account  of 
the  way  not  to  do  it,  called  "  Echoes  from  the  on  Countiy,"  by  Mr.  W.  Osborne,  Ameri- 
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amplifications  of  the  warnings  so  liberally  scattereld 
through  Mr.  Taylor's  own  books.  The  point  of  all  of 
them  is  that  no  management  should  undertake  to 
develop  the  Taylor  System  in  its  plant,  unless  it  is 
prepared  for  a  very  considerable  expenditure  of  time, 
money,  and  effort  and  a  slow  process  of  mental  revolu- 
tion on  the  part  of  itself  and  its  employees. 

Of  the  growing  shelfful  of  books  on  the  entire  subject, 
the  best  is  of  course  Mr.  Taylor's  Shop  Management 
referred  to  above.  This  book  deals  mainly  with 
machine  shop  practice,  but  the  principles  and  methods 
are  developed  in  such  a  way  that  their  application  to 
other  types  of  industry  is  not  difficult  if  made  by  those 
sufficiently  trained.  The  book  on  Concrete  Costs  by  Mr. 
Taylor  and  Mr.  Sanford  E.  Thompson,  referred  to 
above,  applies  scientific  management  to  concrete  con- 
struction. The  other  books  detailing  methods  of 
application  are  written  by  men  who  have  studied  more 
or  less  with  Mr.  Taylor,  or  have  been  strongly  in- 
fluenced by  his  methods.  One  of  the  best  of  these  is  by 
Mr.  F.  A.  Parkhurst,^  which  includes  a  series  of  articles 
reprinted  from  Industrial  Engineering.  The  book  in- 
cludes an  outline  of  the  organization  of  a  plant  under 
scientific  management,  and  detailed  statements  of  the 
functions  of  all  the  principal  functional  foremen,  an 
analysis  of  routing,  stores  systems  and  time  study,  a 
discussion  of  standardization  and  many  illustrations  of 
forms  and  appliances.  The  methods  described  are 
based  on  the  practice  of  the  Ferracute  Machine  Com- 
pany, and  differ  only  slightly  from  the  approved  prac- 
tice of  the  original  Taylor  group.  Another  excellent 
book  by  Mr.  Holden  A.  Evans,  formerly  Conomandant 

eaa  Maebinist.  toI.  34,  p.  1036;  and  another  by  Mr.  H.  K.  Hathaway,  iathe  diaouMion 
of  Mr.  Taylor's  **  Art  of  CuttiDg  Metals,*'  Trans.  A.  S.  M.  E.,  vol.  28,  p.  281. 

1  An>lied  Mathods  of  Sdentifio  Maaacement.    New  York,  1912. 
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of  the  Mare  Island  Navy  Yard,^  deals  particularly  with 
machme  shop,  smith  shop,  and  woodworking  shop 
methods,  and  illustrates  reductions  in  cost  accomplished 
by  these  methods  in  Navy  Yards  under  the  author's 
supervision.  In  addition  to  its  treatment  of  costs,  it  is 
concerned  mainly  with  such  developments  in  the  direc- 
tion of  scientific  management  as  may  be  undertaken  by  a 
manager  not  specially  trained  in  the  Taylor  methods.^ 

The  application  of  scientific  management  to  foundries 
and  machine  shops  is  given  in  some  detail  by  Mr.  C.  E. 
Knoeppel'  in  a  series  of  articles  reprinted  from  the 
Engineering  Magazine.  This  is  an  interesting  and 
well-written  description  of  the  application  of  scientific 
management  as  interpreted  by  Mr.  Emerson  and  his 
disciples.^ 

The  best  articles  describing  the  fimctions  of  the 
planning  department  are  those  by  Mr.  H.  K.  Hatha- 
way,' in  which  he  outlines  briefly  the  duties  of  the 
functional  foremen  and  illustrates  the  practical  working 
of  the  extension  of  specialization  to  mental  and  super- 
visional  work. 

Perhaps  the  most  distinctive  feature  of  scientific 
management  in  the  popular  conception  of  the  term  is 

>  Cfwk  KMpmc  and  Sdentifio  Maiu«eiiieiii.    New  York.  1013. 

>  There  is  a  good  etotement  of  underiying  prindplee  in  Mr.  Ehrani'  article  '*  Soienti- 
fie  Faetoiy  Manacement,"  Ameiioan  Maoliiniat,  vol.  88,  p.  1108.   The  "  System  '*  Oom- 
pany  of  Oikaco  has  published  a  little  book,  *' How  Sdentifie  Maaacement  is  Aiv^^ 
Cldeaao,  1911,  ootisisting  of  a  series  of  re|»ints  of  System  arttdes. 

*  Maximum  Ftoduetion  in  Maohine-Shop  and  Foundry.    New  York,  1911. 

«  Attention  may  be  eaOed  to  articles  by  Mr.  Holden  A.  Evans,  "  Detailed  In- 
stiustions  for  Maohine  Shop  Methods,"  Ameiioan  Machinist,  vol.  81,  p.  10,  and  **  An 
Analysis  of  Maohine-Shop  Methods,"  ibid.,  p.  4ft8,  and  by  Mr.  IVederick  A.  Waidron, 
"Modem  Methods  of  Shop  Management,"  Iron  Age,  voL  85,  p.  968,  whleh  are  almost 
too  brief  to  be  very  usef  uL 

*  "  The  Planning  Department,"  Industrial  Engineering,  voL  12,  pp.  7,  53,  and  97. 
With  these  should  be  read  an  anonymous  article,  "  The  Foreman's  Flaoe  in  Seientifio 
Management,"  Industrial  Engineering,  vol.  9,  p.  197;  and  the  criticism  of  functional 
fofemanship  in  Mr.  John  Calder's  "  The  Piroduetion  Department,"  Transaotions,  The 
.Bffleieney  Society,  voL  1,  p.  155. 
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its  time  study.  Current  methods  of  time  study,  how- 
ever,  are  frequently  confused  with  the  Taylor  method. 
In  ordinary  practice  watches  are  often  used  to  deter- 
mine roughly  the  time  an  operation  usually  takes,  and 
the  result  is  sometimes  made  the  basis  of  a  piece  rate. 
This  type  of  time  study  is  known  to  the  Taylor  group  as 
an  "  over-all "  study  and  is  never  used  by  them.  The 
Taylor  method  consists  in  the  analysis  of  operations  into 
thdr  elementary  units  and  the  determination  of  the 
best  methods  and  time  for  the  performance  of  each  of 
these  units  and  their  summation  into  a  total  time  for  the 
entire  job. 

The  best  descriptions  of  elementary  time  study  as 
inractised  by  the  Taylor  group  of  engineers  are  those  by 
Mr.  H.  K.  Hathaway  *  and  by  Mr.  H.  W.  Reed.*  A 
comparison  of  these  articles  with  the  tables  of  operating 
times  given  in  Babbage's  Economy  of  Manufactures  will 
effectively  dispose  of  any  claim  that  the  Taylor  methods 
were  anticipated  by  Babbage. 

The  practice  of  time  study  involves  motion  study. 
The  aim  of  motion  study  is  to  determine  themoet 
effective  motion  to  accomplish  a  desired  result;  and  one 
of  the  elements  in  the  determination  of  its  effectiveness 
is  the  time  it  takes  to  execute  it.  Time  study  and 
motion  study,  therefore,  go  hand  in  hand,  but  it  is  not 
impossible  to  make  an  effective  and  profitable  motion 
study  without  the  use  of  any  timing  device.  There  is 
an  interesting  foreshadowing  of  modem  motion  study 
in  an  experiment  carried  out  in  1837.  This  was  de- 
scribed by  Thomas  Lefevre,'  a  foreman  in  the  famous 

1  *«  Efementuy  time  Study  m  a  Put  of  the  Taylor  System  of  Sdentifie  Manace- 
BMDtp'*  Indortrial  Bngiiieaiiife  voL  11,  p.  85. 


>  '« A  TimaStiidbraiider  the  Taylor  8ysten^"Amaioa&Ma<iliiiii^ 
A  food  artkfe  is  that  k^  Mr.  N.  K  AdaniKA,  Jr^  "  The  Taking  of  lime  Study  Obnrva* 
tioM,"  Indiistrial  Bnciiieerinc,  toL  10,  p.  489. 

*  Guide  S^ratiaoB  dn  Compoflteur.    Paria,  1888  (nowelle  editioB). 
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printing  plant  of  the  Didots,  who  was  struck  with  the 
fact  that  the  traditional  layout  of  the  printer's  case  was 
not  the  one  best  adapted  to  the  setting  of  type,  in  that 
usually  the  compositor  had  to  reach  farthest  for  the 
most  frequently  used  letters.  Lefevre,  therefore,  re- 
designed the  case  with  a  view  to  the  maximum  economy 
of  effort  and,  after  a  test  of  both  layouts,  adopted  the 
revised  case  for  his  plant.  After  some  years  of  struggle 
with  the  traditions  of  the  printing  fraternity,  the  new 
case  was  abandoned ;  but  the  experiment  is  a  good  early 
illustration  of  the  application  of  motion  study. 

The  best  descriptions  of  motion  study  as  such  are 
given  by  Mr.  Frank  B.  Gilbreth.*  Mr.  Gilbreth 
endeavors  to  list  the  variables  affecting  the  efficient 
performance  of  manual  work,  and  to  point  out  the 
extent  of  their  influence.  They  are  classed  as  variables 
of  the  worker,  including  anatomy,  brawn,  contentment, 
creed,  earning  power,  experience,  fatigue,  habits,  health, 
mode  of  living,  nutrition,  size,  skill,  temperament,  and 
training;  variables  of  the  surroundings,  including 
appliances,  clothes,  color,  entertainment,  heating,  light- 
ing, quality  of  material,  rewards  and  penalties,  size  of 
unit  moved,  special  fatigue-eliminating  devices,  sur- 
roundings, tools,  union  rules,  and  weight  of  unit  moved; 
variables  of  the  motion,  including  acceleration,  auto- 
maticity,  combination  with  other  motions,  cost,  direc- 
tion, effectiveness,  foot-pounds  of  work  accomplished, 
inertia  and  momentum  overcome,  length,  necessity, 
path,  play  for  position,  and  spe^.  The  application  of 
motion  study  to  operations  so  small  that  they  cannot 
be  noted  by  the  human  eye  unaided  is  accomplished  by 
means  of  moving  pictures.' 

i  Motion  Study.  New  York,  1911.  See  abo  eh.  liv  of  Ub  Briokleyinc  System. 
New  York,  A  Cfakaoo,  1900. 

>  **  Mioro-Motion  Study  —  •  New  Detrelopment  in  Effiofonoy/'  Seientifie  AmeiieMk, 
Tol.  108,  p.  84.     An  Oluetrntion  of  the  kind  of  reeulta  Mhieved  is  sivon  by  Mr.  H.  L. 
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The  result  of  properly  directed  time  and  motion 
study  is  the  standardization  of  methods  and  equipment 
to  secure  the  largest  output  in  the  minimum  time  with 
no  material  increase  of  effort.  Once  standardization 
is  effected,  the  method  is  reduced  in  detail  to  writing 
in  the  form  of  an  instruction  card  ^  which  is  given  the 
operator  as  a  guide  to  the  accomplishment  of  the  pre- 
determined standard  of  production. 

The  multiplicity  of  data  from  which  instruction  cards 
are  compiled  must  be  reduced  to  such  form  that  they 
can  easily  be  made  available.  Particularly  is  this  trUe 
in  the  case  of  the  conditions  affecting  the  most  economi- 
cal cutting  of  metal.  The  vast  body  of  information  on 
this  subject  as  given  in  such  a  work  as  Mr.  Taylor's 
"Art  of  Cutting  Metals''  *  must,  for  practical  piuposes, 
be  made  handy  for  use  by  the  instruction  card  man. 
This  is  the  purpose  of  the  slide  rules  devised  and 
described  by  Mr.  Carl  G.  Barth.'  Mr.  Barth  shows 
how  the  same  methods  by  which  slide  rules  for  the 
solution  of  ordinary  mathematical  problems  have  been 
constructed,  may  be  applied  to  the  construction  of  slide 
rules  for  the  solution  of  the  more  complicated  mathe- 
matical problems  involved  in  the  determination  of  the 
proper  speed,  feed,  and  depth  of  cut  for  machine  tools. 

Qantt,  "  '  Hipped  *  on  Motion  Study,"  Industrial  Engineerins,  vol.  8,  p.  907,  and  by 
Mr.  Wmi«m  D.  EnniB.  "  An  Experiment  in  Motion  Study,"  ibid.,  vol.  0,  p.  462.  Pro- 
fesMT  Walter  D.  Soott,  '*  The  Rate  of  Improvement  in  EfBdenoy,"  Sy^m,  vol.  20, 
p.  155,  preaente  a  useful  aid»4isht  on  its  application.  The  following  articles  show  how 
it  may  be  used  in  fields  outside  manufacturing:  Mr.  E.  M.  Wooiey's  '*  Lost  Motions 
in  Retail  Selling,"  ibid.,  voL  21,  pp.  3«6,  465,  "  Getting  Out  the  Mail,"  ibid.,  p.  284. 
and  Mr.  J.  G.  Frederick  and  Mr.  H.  8.  MoCormaok's  "  Motion  Study  in  Office  Work," 
ibid.,  p.  563. 

*■  These  instnietion  cards  ue  illustrated  in  the  artide  by  Mr.  Hathaway  on  time 
study  referred  to  above,  and  in  the  following:  Mr.  H.  W.  Reed's  "  Following  a  Fixed 
Schedule  Under  the  Taylor  System,"  American  Machinist,  vol.  35,  p.  1020;  and  *'  Two 
Turret  Lathe  Instruction  Cards."  ibid.,  vol.  36,  p.  915.  See  also  Mr.  Frank  B.  Gflbreth's 
**  The  Instruction  Card  as  a  Part  of  the  Taylor  Plan  of  Management,"  Industrial  Engi- 
neering, vol.  11,  p.  380. 

*  Tians.  A.  8.  M.  E.,  vol.  28,  p.  81. 

*  **  Slide  Rules  as  Part  of  the  Taylor  System,"  Trans.  A.  S.  M.  E.,  vol.  25,  p.  40. 
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In  spite  of  the  fact  that  standardization  is  so  funda- 
mental  a  feature  of  scientific  management,  nothing  of 
any  consequence  has  been  written  on  the  subject.^  In 
an  article  by  Mr.  P.  Ballard,'  the  movement  is  criti- 
cized as  not  scientific,  because  its  standardization 
methods  stand  in  the  way  of  progress.  This  illustrates 
a  common  fallacy  in  the  discussion  of  standardization 
as  that  term  is  used  by  the  scientific  managers.  It 
must  be  understood  that  standardization  in  their  sense 
does  not  mean  standardization  of  product,  which  is  the 
common  acceptance  of  the  term,  but  the  determination 
of  the  best  material,  equipment,  and  process  discover- 
able at  any  given  time  and  adherence  to  it  until  a  better 
is  found.  So  far  from  standing  in  the  way  of  progress, 
this  conception  of  standardization  rather  stimulates  and 
aids  more  rapid  improvement. 

In  the  Taylor  System,  the  term  "  routing ''  has  two 
significations.  Sometimes  it  refers  to  the  physical 
layout  of  plants  and  the  relationship  of  departm^its,  — 
in  this  sense  it  is  most  completely  treated  by  Mr. 
Charles  Day;'  more  usually,  however,  it  is  concerned 
with  the  analysis  of  the  sequence  of  operations  on  the 
work  and  the  determination  of  the  place  and  time  for 
each  operation  and  group  of  operations.  On  this  latter, 
the  most  intricate  feature  of  the  system,  practically 
nothing  has  been  published  ^  outside  of  Mr.  Taylor's 
Shop  Management. 

>  Tlw  bast  aviaabfo  k  in  An  ftrtiole  by  Mr.  Chaikt  Day,  *'  Advanoed  Praotioe  of 
Eoonomioal  Metal  Cutting,**  Rngimwring  Masaiine,  toI.  27,  p,  549,  and  in  a  book  by 
Mr.  C.  U.  Oaipenter.  Plrofit-MaUng  Manaoement,  N«w  York,  1008.  There  ia  a 
brief  but  eooMtive  article  by  Mr.  E.  M.  Wooley  on  '*  Soientifio  Management  in  the 
.Office,**  Syatem,  vol.  00,  p.  3,  dealing  with  the  utandardiiation  of  office  equipment  and 
•uppliea,  and  a  characteristic  note  by  Mr.  Frank  B.  (Hlbreth  on  '*  The  First  Caae  of 
Standardisation.**  Trans.,  The  Bfflcienoy  Sodety,  toL  1,  p.  267,  taking  the  shape  of  a 
brick  as  his  example. 

t  •*  Scientific  Management  and  Science,"  Cassier's  Magasine,  voL  41,  p.  425 

*  Industrial  Hants.    New  York,  1011. 

*  Thu  only  reftevnoe  of  oonssqnenoe  outside  the  books  is  the  article  by  Mr.  H.  L. 
Qantt,  **  The  Mechanical  Engineer  and  the  Textile  Industiy,"  Trans.  A.  8.  M.  S..  vol. 
82,  p.  400. 
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Another  charaeteristic  feature  of  the  Taylor  System 
is  the  extensive  use  of  classification  and  mnemonic 
symbolization.  A  series  of  articles  by  the  present 
writer,  points  out  the  purposes  and  methods  of  classifi- 
cation and  mnemonic  symbolization  and  its  application 
to  the  various  functions  of  costs,  administration,  stores 
system,  routing,  and  filing.^ 

Altho  the  Taylor  System  has  a  distinctive  type  of 
cost  accoimting,  its  details  have  not  been  published. 
The  first  part  of  Mr.  Holden  A.  Evans'  book*  deals 
with  the  subject,  but  not  exactly  in  the  manner  in 
which  it  is  practised  by  the  Taylor  group.' 

The  Taylor  method  of  administering  a  tool  room  is 
admirably  described  by  Mr.  R.  T.  Kent,*  emphasizing 
the  importance  of  standardization,  classification,  main- 
tenance, and  control.  The  administration  of  belting 
is  discussed  by  Mr.  F.  W.  Taylor.* 

Attention  has  often  been  called  to  the  fact  that  the 
second  cardinal  principle  in  Mr.  Taylor's  system,  the 
scientific  selection  and  training  of  employees,  has 
received  no  systematic  treatment  at  the  hands  of  the 
Taylor  group,  at  least  so  far  as  selection  is  concerned. 
Training  is  duly  emphasized  and  illustrated  by  Mr. 

>  C.  B.  Thompson,  *'  Giving  a  BuainMS  a  Memory/'  Ssrstem,  toI.  22»  p.  588: 
*'  MMnory  Tacs  for  Burinafls  Faetm"  ibid.,  toI.  23,  p.  21;  '*  Tteking  Fnolory  Cotto 
Apvt."  iUd.,  p.  131;  "  listinc  Stoek  to  Index  Wastes,"  ibid.,  p.  200;  "  Keeping  Tab 
on  Finished  Parts,"  ibid.,  p.  38d;  *'  Right  filing  and  Eaqy  Finding,"  ibid.,  p.  S86. 

The  only  other  artioie  on  the  subjeet  is  a  brief  abetraet  of  a  paper  by  Mr.  H.  G. 
Benedict,  *'  The  Mnemonic  Symbolising  of  Stores  under  Soientifie  Management,"  In- 
dnstiiat  Engineering,  rol.  12.  pp.  24,  eo. 

s  Cost  Keeping  and  Scientific  Management.    New  Yoric.  1011. 

«  Mr.  A.  Hamilton  Chorch's,  The  Proper  Distribution  of  Expense  Burden.  New 
Toric,  1008,  and  Production  Factors.  New  York,  1010,  describe  a  method  arrived 
at  by  him  guite  independently,  which  has  been  used  in  part  for  some  time  by  the 
Taylor  group.  There  is  a  brief  anonymous  article  on  *'  Cost  and  lime  Keeping  Outfit 
of  the  Taylor  System,"  American  Machinist,  vol.  20,  p.  761,  and  another  by  Mr.  Chailes 
J.  Shneon  on  "  The  SeientUic  Management  of  a  Foundry,"  Iron  Trade  Review,  vol.  30, 
p.  68.  which  deal  with  some  of  the  mechanical  details. 

4  u  .pi^  ^^  'Bmkd.  under  Sdentific  Management,"  Industrial  Engineering,  vol.  0, 
p.  87. 

»  **  Notes  on  Belting,"  Trans.  A.  8.  M.  B.,  vol.  13.  p.  204. 
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Gantt  in  his  Warkj  Wages  and  Profits  referred  to  above. 
There  are  two  good  popular  articles  on  the  subject  by 
Mr.  E.  M.  Wooley,  "  The  One  Best  Way,"  and  ''  The 
Wanton  Waste  of  Labor  "  referred  to  above.  The  only 
thing  I  have  f oimd  on  the  selection  of  employees  by 
any  one  even  remotely  connected  with  scientific  manage- 
ment is  a  pamphlet  by  Mr.  Harrington  Emerson,^ 
and  this  is  an  argument  for  the  application  of  a  system 
of  selection  which  can  only  be  characterized  as  a  refined 
and  slightly  modernized  phrenology,  described  in  a 
book  by  the  originators,  Dr.  Katherine  M.  H.  Blackford 
and  Mr.  Arthxu*  Newcomb.* 

It  must  be  evident  from  this  survey  that  the  litera- 
ture dealing  with  the  actual  method  of  applying  scien- 
tific management  is  as  yet  quite  meagre.  This  situation 
is  due  to  a  number  of  factors,  one  among  which  is  the 
natiu^  reluctance  of  specialists  to  divulge  the  details 
of  their  profession,  because  of  their  apparently  well- 
grounded  fear  that  the  attempt  to  describe  methods 
which  must  be  modified  to  meet  a  wide  variety  of  con- 
tingencies must  necessarily  be  inadequate  and  to  a 
certain  extent  misleading,  and  that  therefore  it  is  safer 
not  to  attempt  at  all  to  describe  them  in  writing.  In 
view,  however,  of  the  rapid  extension  of  scientific  man- 
agement to  many  varieties  of  industries,  and  the  com- 
parative scarcity  of  qualified  "  experts,"  it  appears  that 
the  time  is  ripe  for  such  an  exposition  of  methods  as 
may  be  immediately  and  directly  useful  to  any  manager 
of  the  requisite  intelligence  to  sense  their  place  in  the 
system  and  to  apply  them  with  the  thoroness  and 
discretion  necessary. 

This  criticism  of  meagreness  does  not  apply  to  one  of 

>  Tlie  Sdentifie  Seleetion  of  Employee!.  The  Emenon  ComiMUiy.  80  Churoh 
Street  (  New  xork. 

>  Tbe  Job.  the  Man,  the  Boei.     New  Yoiic,  1014. 
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the  principal  methods  of  scientific  management,  ^-  the 
use  of  wages  as  an  incentive.  There  is  nothing  new 
about  such  use  of  wages,  but  the  method  of  the  Taylor 
group  is  characteristically  different.  With  them  wages 
are  not  used  primarily  as  an  incentive  to  production 
but  as  an  incentive  to  the  acceptance  of  standardized 
conditions  and  training  and  the  following  of  instruc- 
tions. Increased  production  is  the  direct  result  not  of 
the  bonus  or  differential  piece  rate  systems  but  of  the 
utilization  by  the  employee,  in  consideration  of  higher 
wages,  of  the  improved  methods,  materials  and  equip- 
ment provided  him  by  the  management.  This  was  the 
point,  tho  it  is  not  made  very  clear,  in  Mr.  Taylor's 
paper  on  '*  A  Piece  Rate  System  and  Shop  Manage- 
ment ''  referred  to  above,  and  it  runs  all  through  Mr. 
Gantt's  Worky  Wages  and  Profits^ 

6.  The  Personal  Factor  in  Scientific 

Management 

The  apparently  cold-blooded  statements  of  Mr.  Tay- 
lor in  Shop  Management  and  The  Principles  of  Scientific 
Management  in  regard  to  his  methods  of  training  em- 
ployees and  the  mathematical  determination  of  the 

1  Tliifl  is  brought  out  *  little  better  by  Mr.  HMrington  Emerson  in  » iMtper  on  "  A 
Rational  Baais  lor  WaflM,"  Trana.  A.  8.  M.  E.,  vol.  25,  p.  868.  Out  of  the  mata  of 
hockB  and  artidea  on  thia  subject,  the  following  are  also  suggested,  not  neeessarily  be- 
eaoae  tbey  are  written  by  members  of  the  Taylor  group,  whieh  few  of  them  are,  but 
because  a  study  of  them  will  help  make  dear  the  philosophy  of  the  use  of  wage  systems 
by  that  group.  The  f  dlowing  are  comparative  discussions  of  various  methods  of  wage 
payment:  Mr.  8.  E  Thompeon's  "  The  Taylor  Differential  Piece  Rate  System,"  Engi- 
neering Magasine,  vol.  20,  p.  617;  "  Differential  Piece  Rates  **  (anonymous).  Engineer- 
itag.  vd.  80.  p.  413;  Mr.  Clive  Hastings'  "  The  Efficiency  of  the  Worker  and  His  Rate 
ef  Pay,"  American  Engineer  A  Railroad  Journal,  vd.  81,  p.  238;  Mr.  Harrington  Emer^ 
son's  **  Different  Flans  of  Pasong  Employees,"  Iron  Age,  vd.  82,  p.  1100;  and  Mr.  C. 
B.  ThomiMon's  "  The  Reason  for  a  Payroll,"  System,  vd.  22,  p.  249,  and  "  When 
Higher  Wages  Pay,"  ibid.,  p.  330.  To  get  one's  bearinsi  in  the  discussion,  the  artides 
by  Messrs.  Towns,  Halsey  tati  Rowan  referred  to  above,  should  be  read,  and  the  f dlow- 
ing: Mr.  W.  O.  Walker's  "  The  Value  of  Incentives."  American  Machinist,  vd.  26.  p. 
M6;  and  Mr.  C.  J.  Morriaon's  "  Piece  Rates  versus  Bonus,"  ibid.,  vd.  3d,  p.  178. 
Hii^  interesting  in  this  conneetion  are  also  BIr.  Carroll  D.  Wright's  '*  Profit  Sharing." 
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incentiveB  which  actuate  their  conduct  have  led  to  a 
considerable  discussion  of  the  treatment  of  the  '^  human 
factor ''  by  scientific  management.  Discussion  is  usu- 
ally based  on  the  tniisms  that  system  cannot  take  the 
place  of  honesty  and  intelligence,  that  specialization 
can  be  carried  too  far,  that  driving  is  an  undesirable 
feature  of  factory  manag^nent,  that  the  workmen 
should  not  be  made  into  automata,  that  they  should 
not  be  set  working  against  each  other's  interests,  that 
attention  should  not  be  centered  exclusively  upon  men 
above  the  average  of  ability,  that  the  factors  of  habit 
and  prejudice  should  not  be  ignored,  that  no  solution 
of  economic  problems  is  complete  which  ignores  the 
problem  of  distribution,  and  that  the  desires  and  aspira- 
tions of  the  men  toward  self-government  and  democ- 
racy must  be  recogniased.  Most  of  these  points  are 
mentioned  in  the  Report  of  the  House  Committee  on 
Labor  appointed  to  ihvestigate  the  Taylor  and  other 
Systems  of  Management,^  leading  to  the  conclusion 
that  no  recommendations  were  necessary,  presumably 
because  the  criticisms  suggested  did  not  apply  to  the 
Taylor  System. 

The  importance  of  a  consideration  of  the  human 
problem  is  emphasized  by  Mr.  William  C.  Redfield.* 
The  nature  of  the  psychological  problems  involved  and 
an  indication  of  the  method  of  approach  to  their  solu- 
tion are  discussed  at  some  length  by  Professor  Hugo 
Mtlnsterberg.*  The  significance  of  the  work  begun  by 
Mr.  Taylor  and  his  associates  as  it  appears  to  a  psychol- 
ogist is  emphasized,  and  eicamples  are  given  of  the  more 
refined  methods  by  which  the  psychological  laboratory 

BufwuofStatictiosof  Ubor,  No.  15;  and  the  Report  ol  tlie  Briiiah  Bovd  oT  Thule  on 
Proftt  flherlng  and  Labour  Co-pertaenhip  in  tlie  United  Kingdom.    London,  1912. 

I  a<yTenunent  Printing  Office,  Wuhington,  1912. 

•  "  Tbe  Moni  Yelne  of  Soientifle  M»ni«Binent/'  Atlnatie  MoDtUr.  vol.  110,  p.  411. 

■  P^yohologsr  nnd  InduatriiU  Bakiene^.    Boeton,  1912. 
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may  be  made  an  aid  in  the  discovery  of  principles  for 
industrial  application.^ 

In  a  remarkable  book  by  Miss  Josephine  Goldmark,' 
there  is  a  suggestion  that,  altho  scientific  management 
has  thus  far  avoided  the  pitfall  of  drivmg,  there  has  not 
been  the  intensive  and  scientific  study  of  fatigue  which 
might  reasonably  be  expected  from  the  scientific  atti- 
tude of  the  leaders  in  the  movement.  Mr.  F.  H. 
Dwight  *  insists  that  the  bonus  as  applied  at  the  Beth- 
lehem Steel  Works  is  but  another  method  of  driving. 
The  completest  answ^  to  the  criticism  of  practice,  no 
matter  what  may  be  said  in  regard  to  the  abs^ice  of  a 
scientific  study  of  fatigue,  is  made  by  Clark  &  Wyatt,* 
who  ^ve  the  results  of  an  intensive  investigation  of 
the  efiFect  of  the  Taylor  System  on  women  employed 
under  it.  This  inquiry,  b^gun  with  the  expectation  of 
finding  the  science  of  driving  reduced  to  practice,  ended 
after  exhaustive  personal  study  in  many  plants  in  a 
complete  exoneration  of  the  Taylor-Gantt  methods 
from  this  charge.^ 

>  The  few  that  sdAntiflo  iiuiiui«siiien«  Is  an  effort  to  ratMtitttle  *  eyttem  for  integrity 
and  abiUtsr  is  Toiced  by  Mr.  F.  J.  Whiting  in  "  The  Personal  Equation  in  Soientiflo 
Manatement,"  Stone  A  Webeter*!  Journal,  vol.  8.  p.  411.  The  fear  of  over-epedaliaa- 
tfen  inde  mptewion  in  an  editorial  in  Bncineering  (London)  on  "  Seientifie  Manage- 
ment," Tol.  08,  p.  388,  and  is  apparently  the  point  of  an  artide  by  Dr.  Luther  H.  Ouliek 
on  '*  The  Human  Element,"  Transaetions  of  the  Effleieney  SooiBty.  toI.  1,  p.  181,  aad 
of  one  by  Mr.  A.  Hamilton  Churoh  on  '*  Intensiire  Produetion  and  the  Foreman,*' 
American  Maohinist,  vol.  34.  p.  830.  The  answer  to  these  may  be  deduoed  from  Mr. 
M.  P.  HiggSns' "  Intsnaified  Produetion  and  Its  Influence  Upon  the  Worker,"  Engineer- 
ing Magaaine,  vol.  20.  p.  M8;  Mr.  Frank  H.  Raae*s  **  The  Rise  of  Labor  Through 
Laboi^Saving  Maehinery,"  ibid.,  rol.  27.  p.  836;  Mr.  A.  E.  Outerbridge,  Jr.*s  "The 
EduoattoBal  Influenoe  of  Maehinsry,"  ibid.,  vol.  9,  p.  226,  and  "  The  Bmaaoipatioa  of 
Labor  by  Maehinery,"  ibid.,  p.  1012.  The  value  of  sdentifle  management  in  finding 
the  place  to  whieh  the  laborer  is  best  fitted  and  in  fitting  the  man  perfectly  to  fiU  it  is 
emphasbsd  in  an  editorial  in  Machinery,  **  Helping  a  Man  to  Find  His  Place,"  vol.  18, 
p.  279;  in  Mr.  David  Van  Alstyne's  *'  Profitable  Ethics."  in  "  Technology  and  Indus- 
trial Bflldeney,"  p.  207,  New  Tcric,  1911;  and  in  Mr.  Harrington  Emefwm's  **  Ethics 
and  Wages,"  Outlook,  vol.  99,  p.  682. 

*  Fatigue  and  Efficiency,  Tbs  Russell  Sage  Foundation.     New  York,  1912. 

,  ••  The  TaykrSyetem  as  a  Maehiniit  Sees  It,"  American  Machinist,  vol.  84,  p.  989. 
«  Making  Both  Ends  Meet.    New  York,  1911.     See  especially  chap.  8. 

*  Other  rfgnifinant  articles  on  tlie  same  subject  are:  "  Scientific  Management  as 
viewed  from  the  Worlcmen's  Standpoint,"  Industrial  Engineering,  vol.  8,  p.  877,  and 
Mr.  Wilfred  Lewis'  "  F.  W.  Taylor  and  the  Steel  Mills."  American  Machinist,  vol  34. 
p.  666. 
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The  criticism  that  scientific  management  suppresses 
the  initiative  and  ambition  of  the  workman  is  presented 
by  Mr.  Frank  C.  Hudson  ^  and  further  discussed  by  Mr. 
Holden  A.  Evans,*  and  particularly  and  most  efifeictively 
by  Mr.  Charles  B.  Going*  who  points  out  that  one  dis- 
tinctive feature  of  the  modem  systems  of  management 
is  the  restoration  of  the  individuality  of  the  workman. 

The  complaint  that  the  e£fect  of  the  task  and  bonus 
method  is  to  concentrate  the  efforts  of  each  workman 
exclusively  upon  his  own  success  and  well-being,  has  not 
been  dignified  with  a  formal  article,  but  is  given  expres- 
sion occasionally  in  the  hearings  before  the  House  Com- 
mittee on  Labor.  It  is  pretty  effectively  answered  in 
an  article  by  lieut.  E.  D.  E.  Elyce/  which  points  out 
the  absolute  necessity  of  mutual  helpfulness  and  coop- 
eration in  the  Taylor  System. 

Mr.  Taylor  talks  so  much  about  the  '^  first  class 
man  "  and  has  emphasized  so  little  his  explanation  that 
by  the  first  class  man  he  means  the  man  adapted  to  the 
job  he  is  doing,  that  the  supposition  is  only  natural  that 
this  system  aims  at  the  selection  of  the  best  only  and 
the  elimination  of  the  average  and  mediocre.^ 

The  imdue  haste  with  which  outside  followers  of  sci- 
entific management  have  attempted  to  revolutionize 
the  methods  and  habits  of  thought  of  workmen  and 
employers  has  called  forth  impressive  and  valuable 
warnings  from  Mr.  James  Hartness.* 

>  "  The  MMfainiBt's  Side  of  Tkylarism.*'  Amerieui  Msohinist,  vol.  34.  p.  778. 
t  «'  Effect  of  the  Taylor  System:  What  ie  to  Become  of  the  Meohanle  ?  '*  Amerioui 
Mftchiniflt.  voL  33,  p.  1095. 

I  *'  The  Effideney  of  Labor,"  Beview  of  Reviews,  vol.  40.  p.  329. 

«  "  Sdentifio  Management  and  the  Moral  Law."  Outloolc,  vol.  99,  p.  659. 

*  mostrations  given  by  Mr.  Taylor  do  vnquesliooably  show  the  strong  seleetive 
effect  of  his  metiuxi;  but  this  should  not  be  allowed  to  distract  attention  from  the  effect 
of  systematic  trsining  on  the  development  of  average  and  mediocre  into  **  first  class  " 
men.  This  nusunderstanding  undeiiiee  the  criticism  in  Mr.  John  R.  Godfrey's  *'  Elim- 
faiating  the  Inefficient  Man,"  American  Machinist,  vol.  34,  p.  1382. 

•  •*  The  Factor  of  Habit.*'  Transactions.  The  Efficiency  Society,  vol.  1,  p.  237.  Stall 
more  effective  is  his  book,  The  Human  Faotor  in  Works  Management.  New  York, 
1912. 
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The  relation  of  scientific  management  to  larger  social 
problems  is  hinted  at  by  Mr.  Taylor  in  The  Principles 
qf  Scientific  Management  and  the  ultimate  bearing  of  the 
application  of  the  system  to  social  welfare,  through  the 
reduction  of  the  cost  of  production  and  the  increase  of 
the  purchasing  power  of  the  consumer,  is  briefly  sug- 
gested. If  it  could  be  supposed  that  the  tendencies 
inherent  in  the  system  would  be  allowed  to  work 
themselves  out  to  their  lo^cal  conclusions,  social  and 
economic  consequences  of  a  far-reaching  nature  would 
reasonably  be  expected.  This  possibility  has  raised  un- 
duly the  hopes  and  enthusiasm  of  some  of  the  advocates 
of  the  movement  and  has  brought  down  upon  it  the 
criticism  of  those  calmer  individuals  who  realize,  in  the 
first  place,  that  no  economic  tendency  ever  does  or  can 
work  out  to  its  logical  conclusion,  and,  in  the  second 
place  aaad  particularly,  that  production  and  consump- 
tion are  but  a  part  of  the  entire  economic  problem. 
Those  who  are  looking  for  a  panacea  for  social  ills  and 
who  suppose  that  scientific  management  was  offered  as 
such  a  panacea  are  keen  to  point  out  that  it  does  not 
deal  finally  with  the  problem  of  distribution.  Professor 
Edward  D.  Jones  ^  was  acute  enough  to  see  that  Tay- 
lor's work  developed  a  principle  of  distributive  justice, 
namely,  the  rewarding  of  the  individual  for  his  individ- 
ual performance,  and  was  not  disappointed  that  it  did 
not  go  further  in  this  matter  than  it  professed  to  go. 
Mr.  Dexter  S.  Kimball  in  the  article  mentioned  above, 
Mr.  Ralph  E.  Flanders,*  and  Mr.  W.  H.  Herschel  •  have 
pointed  out,  with  the  air  of  making  a  discovery  that  the 

>  Review  of  Taylor's  *'  Shop  Management.*'  Aineriean  Eoonomic  Review,  vol.  2, 
p.  369. 

>  **  Soientific  Management  from  a  Social  and  Economic  Standpoint,"  Maehinery, 
VOL  18,  p.  764. 

>  "  Sodal  PbOoMphy  and  the  Taylor  System  —  Will  the  Ultimate  Result  of  the 
Taylor  System  be  Benefidal  7  "  Engineering  News  (London),  vol.  65,  p.  677. 
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Taylor  System  does  not  solve  the  problem  of  distribu- 
tion* Mr.  Louis  Duchey  ^  hails  the  failure  of  the  sys- 
tem to  solve  the  system  of  distribution  and  its  onendded 
emphasis  on  production  as  the  force  which  will  do  most 
to  intensify  class  consciousness  and  hasten  the  destruc- 
tion of  capitalism. 

The  test  of  democracy  has  of  course  been  applied  to 
this  movement.  Mr.  Meyer  Bloomfield '  points  out, 
apparently  with  some  misgiving,  that  the  loyalty  of  the 
employee  must  be  secured  by  keeping  the  enterprise 
democratic;  while  Mr.  Paul  U.  Kellogg,*  one  of  the 
editors  of  the  Survey  ^  is  more  specific  to  the  effect  that 
this  new  industrial  force  must  be  socialized.  Mr.  Frank 
T.  Carlton  *  goes  still  further  by  pointing  out  how  the 
movement  should  be  made  democratic  by  giving  the 
workman  a  voice  in  the  determination  of  the  conditions 
and  the  rate  of  bonus  under  which  he  will  work.  Scant 
agreement  with  this  conception  can  be  found  in  the 
writings  of  Mr.  Taylor.  His  attitude  and  that  of  men 
of  similar  training  and  experience  ^  is  that  the  employee 
has  no  right  to  control  or  participate  in  the  management 
of  the  establishment.  If  this  is  strictly  true,  there  is 
obviously  in  scientific  management  no  {dace  for  recog- 
nition of  trade  tmionism,  the  collective  bargain,  and 
other  mutually  agreed  arrangements. 

1  *'  Scfentifio  BurineM  MuMcement.     What  is  it  ?     What  Effoot  Will  it  Bxn  on 
thB  RmroiutiOBanr  MoT^ment  f  "  Iiktwiiatkiiiia  SodiUat  Kttrktw,  toI.  11,  p.  (OS. 
I  «« Seientifio  Man— wnwit!  CoftpentiT*  or  Ono-Sided.**  8ttrv«jr.  vol.  38.  p.  812. 
■  "  A  NAtaooia  HMiioff  for  Seientifle  MuMcement/*  Survey,  voL  M,  p.  400. 

*  '*  Sdeotifio  M«tia«Mneiit  and  tbe  Wage  Earner,'*  Journal  of  Poiitioal  Boonomjr, 
roL  SO,  p.  884. 

•  **Tbe  Human  Efement  in  Soientifio  Manatement,"  hj  Mtmn.  H.  R.  Towm, 
Oberlitt  Smiftlu  John  Calder,  A.  G.  HioM.  mmI  A.  Falkenau,  Iron  Ace,  vol.  80,  p.  018. 
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6.  SciBNTiBic  Management  and  Organized 
Labor 

The  attitude  of  Mr.  Taylor  and  his  immediate  fol- 
lowers toward  labor  organization  is  difficult  to  determine 
from  their  writings.  Thus  he  says,  in  Shop  Manage- 
merU:  ^'  There  is  no  reason  why  labor  unions  should  not 
be  so  constituted  as  to  be  a  great  help  both  to  employers 
and  men.  Unfortunately,  as  they  now  exist  they  are 
in  many,  if  not  most,  cases  a  hinderance  to  the  prosper- 
ity of  both."  He  acknowledges  the  ciurrent  obligation  of 
society  to  organized  labor  for  increased  safety,  shorter 
hours  and  in  some  cases  better  working  conditions.  It 
appears  to  be  his  belief,  howev^,  that  where  scientific 
management  is  practised  fully  and  completely,  the 
working  man  is  automatically  protected  by  the  self- 
interest  of  his  employer,  owing  to  the  fact  that  the  ad- 
ministration of  the  task  and  bonus  is  dependent  on  the 
willing  cooperation  of  the  man  and  the  maintenance  of 
his  efficiency  through  the  complete  standardization  of 
conditions.  Nowhere  is  he  very  clear,  however,  on  the 
practicability  of  the  collective  bargain  in  a  scientifically 
managed  regime;  while  on  the  other  hand  he  is  definite 
and  forceful  in  his  denunciation  of  some  of  the  methods 
of  unionism,  particularly  the  restriction  of  output. 

Whatever  Mr.  Taylor's  real  view  of  the  matter  may 
be,  the  fact  is  that  the  labor  unions  have  taken  a  violent 
antipathy  to  scientific  management.  This  is  at  least 
partly  due  to  what  one  writer  calls  Mr.  Taylor's  ''  im- 
fortunate  and  tactless  statements  "  ^  in  regard  to  labor. 
There  are,  however,  other  and  more  fimdamental  rea- 
sons for  this  lack  of  agreement.    An  anonymous  writer 

>  Mr.  C.  H.  Stibop,  **  Utter  tm  BciantMto  ManagMamt,"  Anwriota  Mishfafat.  voL 
96,  p.  176. 
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in  the  Electrical  Railway  Journal  ^  points  out  that  ape* 
cialization,  through  its  easy  training  of  the  unskilledi 
strikes  at  the  heart  of  labor  unionism  as  at  present  or- 
ganized. An  editorial  in  the  World's  Work  *  prophecies 
that  "  the  foolish  unions  will  oppose  it  as  they  opposed 
the  introduction  of  machinery,  and  lose/^  The  Century 
Magazine  *  observes  that  the  labor  union  insists  upon 
"equaUty."  Mr.  G.F.Stratton  in  the  OwfZooA;*  finds  the 
point  of  divergence  in  the  fact  that  the  unions  set  a  min- 
imum wage  which  the  employers  treat  as  a  maximum. 
The  chief  reason,  however,  appears  to  be  foimd  in  the 
policy  of  restriction  of  output.  The  belief  that  restriction 
of  output  is  a  confirmed  labor  union  policy  is  apparently 
borne  out  by  the  Eleventh  Special  Report  of  the  United 
States  Commissioner  of  Labor,  on  the  Regulation  and 
Restriction  of  Output,*  —  one  of  those  Government 
reports  which,  like  the  report  on  the  hearings  before  the 
Labor  Committee  investigating  the  Taylor  System  and 
the  Report  of  the  Civilian  Expert  Board  on  Industrial 
Management  of  United  States  Navy  Yards,  which 
favored  the  application  of  scientific  management  to  the 
navy  yards,  was  suddenly  and  mysteriously  "  out  of 
print  "  almost  immediately  after  publication. 

As  was  seen  in  an  earlier  section,  railroads  in  their 
controversy  with  the  scientific  managers  have  not 
hesitated  to  point  to  the  opposition  of  the  labor  unions 
as  one  of  the  reasons  for  the  impracticability  of  the 
application  of  the  system  to  their  industry,  and  to  sub- 
stantiate their  argument,  as  in  an  article  in  the  Iron  Age  ^ 

I  *'  Soope  of  Soientifie  Mftnaeement,'*  vol.  41.  p.  451. 

•  **  Scientific  Management  and  the  Labor  Unions/*  vol.  22,  p.  14311. 
<  "  Taking  Ambition  out  of  the  Workman,"  vol.  82,  p.  462. 

«  "  CapCanny  and  Speedinc  Up."  roL  M.  p.  120. 

•  Govemment  Printinc  Office,  Waahington.  1904. 

•  "  Baiboad  Effieienejr  and  the  Labor  Uniona."  rol.  87.  p.  476. 
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by  quoting  the  restrictive  laws  of  such  an  organization 
as  the  International  Iron  Molders'  Union.^ 

The  published  expressions  of  labor  union  leaders  re- 
ferring directly  to  scientific  management  have  ranged 
from  an  attitude  of  suspended  judgment  to  one  of  bitter 
antipathy.  Mr.  John  Golden  of  the  Textile  Workers,* 
is  non-conunittal  but  suspicious.  Mr.  J.  P.  Fry  of  the 
Iron  Molders  *  is  sure  that  it  is  at  least  unscientific. 
Mr.  James  Duncan,  vice-president  of  the  American 
Federation  of  Labor/  conveys  the  impression  that 
scientific  management  is  the  summation  of  all  the  evils 
of  all  the  generations  of  oppression  of  the  working  man. 
Yet  this  opinion  is  mild  compared  with  that  of  the 
before-mentioned  Mr.  James  O'Connell  (now  a  member 
of  the  National  Commission  on  Industrial  Relations, 
which  just  now  is  once  more  investigating  scientific 
management)  in  an  official  letter  to  Machinists'  Unions, 
in  which  he  says:  "  Wherever  this  system  has  been 
tried  it  has  resulted  either  in  labor  trouble  and  failure 
to  install  the  system,  or  it  has  destroyed  the  labor  or- 
ganization and  reduced  the  men  to  virtual  slavery,  and 
low  wages,  and  has  engendered  such  an  air  of  suspicion 
among  the  men  that  each  man  regards  every  other  man 
as  a  possible  traitor  and  spy.  .  .  .  We  trust  that  you 
will  be  impressed  with  the  importance  of  this  matter, 
and  will  see  the  impending  danger.  Act  quickly." 
The  published  articles  in  newspapers  on  this  subject 
are  very  numerous;  they  are  not  listed  here  as  they  are 
variations  on  the  same  theme. 

>  Other  inteiMtiiig  articlM  on  the  attitude  of  the  uniona  towarcU  premium  pUna  are 
thoee  by  Mr.  H.  M.  Nonie, "  Aetual  EzpeiiemM  with  the  Premium  Flan,"  Engineerinc 
Macadne,  vol.  18.  pp.  673, 689,  and  Mr.  Jamee  O'Counell.  **  Piece  Work  not  NeoeeBary 
(or  Beet  ReeuHe  in  the  Machine  Shop/'  ibid.,  yoL  19,  p.  873. 

•  '*  The  Attitude  of  Or«aniaed  Labor,"  Journal  of  Aeoountanoy.  vol.  12,  p.  180. 

«  "  Relation  of  Sdentific  Manafement  to  Labor."  Iron  Trade  Review,  vol.  52.  p.  917. 

«  "  Effidenej,"  Journal  of  Acooontaney,  vol.  12,  p.  20. 
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The  Machinists  Union  and  after  it  the  American 
Federation  of  Labor  have  made  the  application  of  sci* 
entific  management  in  government  arsenals,  particu- 
larly in  the  arsenal  at  Watertown,  Massachusetts,  the 
object  of  their  official  attack.  Reference  has  already 
been  made  to  the  report  of  the  committee  appointed  to 
investigate  the  trouble  there  in  1911*  In  the  1913 
report,^  General  Crozier  deals  with  the  recent  petition 
of  the  Watertown  employees  referred  to  above.  This 
petition  is  evidently  the  first  gun  in  the  campaign  in- 
augurated by  the  American  Federation  of  Labor  at  their 
1913  convention  in  Seattle,  at  which  they  decided  offi- 
cially to  fight  the  extension  of  the  Taylor  System.* 

The  best  articles  counselling  the  unions  to  take  a 
saner  point  of  view  are  those  by  Mr.  Louis  D.  Brandeis,* 
in  which  he  argues  that  scientific  management  is  but  the 
application  of  thought  and  knowledge  to  industry,  that 
increased  efficiency  and  production  operate  in  the  in- 
terest of  the  working  man,  and  that  its  progress  and 
ultimate  success  are  inevitable.  The  same  thought  is 
eaq>ressed  by  Mr.  Harrington  Emerson.^ 

On  the  other  hand,  scientific  managers  have  been 
freely  advised  to  recognize  more  fully  the  necessity  of 
cooperation  with  the  unions.  This  is  the  attitude  of 
Mr.  John  R.  Commons,*  who  points  out  that  the  bonus 
system  implies  an  individual  bargain  with  the  workman, 

>  Report  of  the  Chief  of  Ordnancep  1013.    Waahincton. 

s  Interesting  MtJelee  beejing  on  the  «ob|eot  are  thoee  by  Mr.  Ma«  H.  C.  Brombacher, 
*«  The  Rook  Island  Arsenal  Labor  Trouble,'*  Iron  Age,  voL  89,  p.  476;  bjr  lient.- 
Colonel  W.  8.  Peiroe  on  '*  Goremment  Shop  Management,"  ibid.,  p.  476;  and  an  artl- 
ole,  "  Soientifio  Management  at  United  States  Arsenals,'*  ibid.,  toI.  88,  p.  1022,  whieh 
inoludes  a  statement  of  fonner  Seoretary  of  War,  Stimson. 

■  **  The  New  Conoeptioo  of  Indnstfial  Effideney,"  Journal  of  Aeoonntaocy.  vol.  13, 
p.  86,  and  '*  Organised  Labor  and  EAoienoy,"  Survey,  voL  96,  p.  148. 

«  '*  His  Fundamental  lYuth  of  Soientifie  Management,"  Journal  of  Aoooontanoy, 
Yol.  12,  p.  17. 

•  **  Oiganised  Labor*s  Attitude  Towards  Industrial  Eflkienoy,"  Ameriean  Eoonomie 
Review,  vol.  1,  p.  468. 
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and  iherefoie  strikes  at  the  very  existence  of  the  union, 
unless  its  terms  can  be  made  the  subject  of  a  collective 
bargain;  of  Dr.  John  H.  Gray,  ^  and  of  the  present 
writer,'  who  holds  that  the  labor  unions  may  and  should 
assist  in  the  determination  of  the  standardized  conditions 
and  of  aday's  work  and  its  attainment,  and  that  the  exist- 
ence of  the  unions  is  and  will  continue  to  be  necessary 
to  maintain  an  adequate  minimum  wage. 

C.  Bertrand  Thompson. 

Habtakd  UNTmUUTT. 

I  '*Hoir  BOdoMy  Should  Benefit  ilie  Eknployer,  ilie  Employeep  and  tbe  PabUc," 
THnweHoni,  The  BfllcieiMy  Soeiety.  toL  1,  p.  67. 

*  CB-Thoaipeoii  "  Tbe  Belatkiii  of  Sdentifio  Manatement  to  the  Wage  PMblem/' 
Jeondof  PolMeal  Eeonomy,  toL  81,  p.  630. 
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ELSAS'   AUSNAHMETARIFE^ 

This  monograph  contains,  primarily:  (1)  a  list  of  com- 
modity rates  in  force  on  Prussian  ndlways,  with  explanations 
of  the  reasons  for  their  introduction;  (2)  a  discussion  of  the 
technique  of  Prussian  conmiodity  rate-making,  and  inciden- 
tally iJso  of  class  rate-making;  (3)  a  consideration  of  the 
economic  effects  of  conmiodity  rates  in  Prussia.  The  author 
collected  his  material  while  a  graduate  student  at  Ttlbingen, 
but  states  that  he  owed  the  initial  suggestion  to  Professor 
Bemhard  at  Berlin. 

It  is  the  merit  of  the  book  that  it  gives  us  a  systematic 
discussion  of  the  rates  under  which  64  per  cent  of  the  freight 
traffic  in  Prussia  moves.  Every  thinking  inquirer  has  long 
known  that  the  Prussian  class  rates,  whether  on  a  value  or  on 
a  space  basis,  were  inadequate  to  handle  the  varied  business 
of  that  country.  The  classes  must  have  been  subject  to 
exceptions;  there  must  have  been  divergencies  in  interest 
between  different  parts  of  Germany,  and  consequent  local 
pressure  upon  rates,  of  the  same  sort  with  which  we  are 
familiar  in  the  United  States.  To  suppose  otherwise  would 
be  to  run  counter  to  very  widespread  experience.  Yet  it 
must  be  said  that  well-informed  Germans  have  to  a  marked 
degree  avoided  the  treatment  of  conmiodity  tariffs  in  their 
descriptions  of  German  rates.  An  official  high  in  the  Bava- 
rian railway  service  assured  the  reviewer  only  last  December 
that  there  were  no  competitive  struggles  between  industrial 
interests  in  Germany  that  influenced  railway  rates.  Ship- 
pers, he  said,  express ''  wishes,''  they  do  not  make  complaints. 


>  ElaM,Frite.  — DieAanahmetarifeimOd 
tigan  BisoBlMamtarifjpolitik.    Tflfainger  StMitowiwenachaf tiiohe  Abhandlnngwi     BM^ 
fwt:  F.  Bnktt.    1918. 
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Under  these  circumstances  we  welcome  heartily  the  volume 
under  review. 

The  reasons  for  the  introduction  of  conmiodity  rates  in 
Prussia  Elsas  states  as  four:  (1)  the  desire  to  encourage 
domestic  production  by  making  it  easier  to  procure  raw  ma- 
terials; (2)  the  wish  to  promote  the  sale  of  domestic  products 
abroad,  or  in  districts  at  home  which  are  subject  to  foreign 
competition;  (3)  the  wish  to  assist  German  trade  centers  in 
their  competition  with  foreign  trade  centers;  (4)  the  hope 
of  helping  German  transportation  agencies  in  competition 
with  foreign  railroads  and  waterways.  This  enumeration,  of 
course,  does  not  mean  that  conmiodity  rates  have  no  effects 
except  as  therein  indicated.  To  show  the  importance  of 
special  rates  in  the  home  trade  one  has  but  to  cite  the  objec- 
tions raised  some  years  ago  by  land  owners  in  southern  Ger- 
many to  low  rates  on  grain  from  eastern  Prussia,  or  the 
complaints  reported  by  Elsas  which  are  directed  by  interior 
German  points  against  the  low  rates  accorded  the  seaports. 
It  is  possible  at  present  to  ship  iron  g^ders,  for  instance, 
from  Dortmund  to  Bremen  for  6.5  marks  a  ton,  against  a 
normal  Special  Tariff  II  rate  of  9.6  marks.  This  prevents 
many  towns  south  of  Bremen  from  doing  a  distributing  busi- 
ness to  which  they  consider  themselves  entitled;  for  while 
the  iron  received  under  the  conunodity  rate  at  Bremen  can- 
not be  forwarded  on  the  same  bill  of  lading,  it  is  always 
possible  to  unload  and  reship  it  with  a  saving  in  expense 
sufficient  to  carry  the  freight  back  44  kilometers. 

Special  tariffs  in  Germany  are  classified  into  those  relating 
to  foreign  trade  (import,  export,  and  transit  tariffs),  and  those 
relating  to  inland  trade.  The  latter  sometimes  apply  be- 
tween all  stations  without  exception,  but  often  are  limited 
to  specified  points  of  origin  or  of  destination,  or  can  be  used 
only  for  shipments  from  specified  points  to  other  stations, 
also  specified.  Often,  too,  they  are  aviulable  only  for 
limited  periods  of  time,  as  in  the  case  of  special  rates  put  in 
to  meet  a  passing  need.  It  is  difficult  to  make  an  accurate 
general  statement  of  the  way  in  which  these  rates  are  con- 
structed.    Zone  tariffs  are  conunon.     Generally  the  unit 
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rate  per  kilometer  declines  as  the  distance  increases,  but  this 
is  not  universal,  and  in  one  case  a  unit  rate  declines  up  to 
distances  of  400  kilometers  and  then  increases.  In  any 
event  the  reduction  from  the  class  rate  is  apt  to  be  con- 
siderable. Road  building  material  which  would  normally 
take  a  rate  varying  from  2.6  to  2.2  pf .  per  ton  per  kilometer, 
plus  6  to  12  pf.  per  hundred  kilograms  terminal  charge, 
enjoys  in  fact  a  rate  of  2.6  pf.  up  to  50  kilometers,  of  1  pf. 
from  the  51st  to  the  100th  kilometer,  and  of  1.4  pf.  per  ton 
per  kilometer  for  the  whole  haul  when  the  distance  is  over 
200  kilometers,  with  6  pf .  per  hundred  kilograms  terminal 
in  all  cases. 

Elsas  is  no  critic  of  the  existing  scheme  ot  things.  He 
sa3rs  nothing  of  the  opposition  which  it  is  credibly  asserted 
exists  in  eastern  Germany  to  tariff  reductions  that  tend  to 
hasten  the  growth  of  the  West  and  to  deprive  the  East  of  a 
much-needed  labor  supply;  nor  does  he  mention  the  con- 
trast between  the  interests  of  the  Prussian  railway  system 
as  a  whole  and  the  southern  ssrstems  of  Baden,  Bavaria,  and 
Wurtemburg,  of  which  one  result  is  perhaps  the  demand  by 
Prussia  that  tolls  be  imposed  upon  the  Rhine.  There  are 
also  numerous  questions  touching  the  relations  between  the 
waterways  and  the  railways  in  Germany  which  call  for  a 
solution;  but  no  one  of  these  is  discussed.  The  monograph 
must  not  be  taken  for  more  than  it  is.  It  is  not  a  profound 
discussion  of  the  differences  in  local  interests,  altho  it  might 
have  been  that.  It  is  a  characteristic  piece  of  German 
scholarly  work:  a  painstaking,  objective  description  of  an 
important  and  neglected  side  of  Prussian  railway  policy, 
full  of  information  useful  to  students  of  German  railways. 

Stuabt  Dagobtt. 
UMXTXRsiTr  OF  Caloobmia. 
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BERNHARD'S  UNERWtNSCHTE  FOLGEN  DER 
DEUTSCHEN   SOZIALPOLITIK   AND   ITS   CRITICS 

The  appearance  in  November,  1912,  of  a  large  pamphlet 
by  Professor  Ludwig  Bembard  of  the  University  of  Berlin, 
entitled  "  Undesired  Consequences  of  German  Social  Policy  "^ 
caused  something  like  a  sensation.  Friedensburg's  book  of 
a  year  before  had  been  the  work  of  an  official  unable  to 
agree  with  his  colleagues  in  the  Imperial  Insurance  Office.' 
Friedensburg's  point  of  attack  was  the  apparent  degradation 
of  the  insurance  system  into  poor  relief  at  the  hands  of  the 
insurance  courts,  and  particularly  the  Imperial  Insurance 
Office.  Bemhard  fears  rather  that  the  efifect  of  the  law  is  to 
instil  into  the  insiu^d  a  nervous  hunt  for  pensions,  a  con- 
sciousness of  bodily  ills  that  leads  to  unconscious  or  often 
conscious  exaggeration  in  the  hope  of  higher  pensions. 

Professor  Bemhard  is  well  known  for  his  remarkable  book 
on  the  Polish  question,'  one  result  of  which  was  the  creation 
by  the  Prussian  mimstry  of  a  special  professorship  for  him  at 
Berlin.  The  present  pamphlet  grew  out  of  an  address  de- 
livered before  the  iron  manufactiu'ers  in  March,  1912.^  In 
four  months  it  reached  a  fourth  edition,  and  during  the 
present  year  is  to  be  developed  into  a  large  book. 

Convincing  at  first  reading,  a  closer  inspection  exposes 
much  of  the  exaggeration  so  often  charactistic  of  brilliant 
presentation.  The  harsh  criticism  aroused  in  Germany  is  on 
the  whole  justified,  —  Bernhard  has  painted  the  shadows 
only.     His  disclosure  of  evils  is  not  followed  by  a  construe- 

>  Ludwig  B«nhard.  UnenraiMobte  Folcsn  d«r  deatfohen  Sosialpolitik.  Beitiii, 
1012,  |>p.  110. 

s  FeidiiHUMl  FiriedeMbiiii.  Die  Prasia  der  deutMhen  Soiialvaniebwaiis.     Bariin, 
1911.    lVMiriirtedas''Th0PnetleidRemdtoofWofldasB0n'ilBtunao0in(^^ 
by  Looli  N.  Gny.     Neir  Yoric  WorkiiigmMi'i  Oompeiwrtioe  BoreMi,  1911. 

•  Die  PdenfracB,  1907. 

«  Die  Zukunft  der  Sosisipotltik,  addreas  delirared  before  tlie  Oenetelveiieimnlaag 
der  Eieenhatlenleute,  March  M.  1912.  Reprinted  in  Stahl  and  Eiaen,  1912,  pp. 
042  ff. 
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live  program.  Only  in  his  middle  section  does  he  attempt 
to  propose  reforms,  and  most  of  these  are  slight. 

Yet  his  book  has  served  a  twofold  purpose.  Exaggeration 
is  an  effective  method  of  directing  attention  to  existent  evils. 
An  over-detailed  code  of  industrial  regulations,  unnecessary 
bitterness  in  labor  elections,  increasing  simulation  and  ner- 
vous disease  consequent  upon  industrial  accidents  —  these 
deserved  attention.  Especially  in  the  last-mentioned  field, 
Bemhard  has  aroused  a  storm  of  medical  discussion  that  may 
help  to  settle  much-vexed  questions.  He  has  forced  econo- 
mists to  consider  medical  aspects  of  social  legislation.  Sec- 
ondly, counter-criticism  of  Bemhard  has  perhaps  led  to  a 
more  intelligent  judgment  of  the  benefits  of  social  insurance 
and  social  l^islation  in  general. 

The  book  attacks  the  entire  German  social  policy.  It  is 
divided  into  three  parts:  ''  State  regulation  and  private  de- 
pendence," "  The^ht  for  insurance  pensions,"  and  "  Politi- 
cal misuse  of  social  institutions." 

The  first  section  deals  with  the  world-old  question  of  the 
relation  of  the  individual  to  society.  **  Are  there  concrete 
cases  from  which  we  can  leam  where  to  draw  a  line  that 
we  must  respect  7  "  ^  In  one  chapter  Bemhard  points  out 
the  confusion  resulting  from  the  threefold  supervision  by  the 
Bureau  of  Factory  Concessions,  the  Police  Bureau  and  the 
Employers'  Insurance  Associations.'  In  the  next  two  chap- 
ters he  complains  of  the  detailed  inquisitiveness  of  the  factory 
inspectors,  who  even  inquire  of  the  workingmen  whether  they 
have  breakfasted  before  going  to  work.  He  protests  against 
the  ''river  of  ink"  that  flows  from  the  notices,  lists  and 
statistics  required  of  the  manufactiu'er,  who  must  post  in  his 
factory  the  l^al  requirements,  thus  allowing  "  an  indirect 

*  UnarwUnsohte  Folgen,  p.  4. 

*  B«fora  ft  mftnufMtiirar  extendi  lib  buahms  he  muet  eeeure  the  aaaent  of  the 
Konimwionabehaide,  whiflh  emideja  trained  arehtteote,  doeton,  etc.,  to  mveetlsftte  the 
plane  to  eee  that  notfainc  injniioua  either  to  the  laboten  or  to  the  neighboriiv  ptopeity 
is  involyed.  See  HHae,  Zur  WOrdisung  der  deutaohen  AzbeiterBodalpolitik,  MOnohen- 
GHadbaoh,  1918.  p.  13.  The  polioe  muet  see  that  proper  measuree  for  woikingmen*s 
pcQieetxon  are  enforced,  and  the  BerufflfsnoeBenschaften  are  bound  to  Instnzot  their 
members  what  safety^devioes  and  recuhttions  they  consider  necessary  for  the  prevention 
of  accidents. 
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control  by  the  workers  themselves."  He  must  further,  when 
Sunday  or  overtime  work  is  necessary,  submit  a  list  of  the 
workmen  so  employed,  and  the  numb^  of  hours  each.  These 
are  but  samples.  The  regulations  for  Sunday  industry  with 
their  exceptions,  and  exceptions  to  exceptions,  and  exceptions 
to  these,  are  exasperatingly  extensive.  The  legislative  ar- 
rangement of  recesses  (when  the  working-time  is  over  dght 
hours)  is  particularly  inconvenient  in  the  iron  and  steel 
industry.  A  schematic  division  of  labor  and  pauses  is  not 
feasible  in  big  industries,  yet  all  the  middle  parties,  with  an 
^e  to  the  labor  vote,  find  '^nothing  more  harmless  and 
nothing  more  natural."  The  section  closes  with  some 
remarks  on  government  ownership.  But  except  as  the  state 
feels  compelled  to  maintain  model  working  conditions,  state 
ownership  is  not  a  part  of  the  "  social  policy." 

Just  what  Bemhard's  own  position  may  be  is  not  dear. 
He  admits  the  necessity  of  protective  l^islation  on  one  page, 
and  on  the  next  protests  against  it.  His  rhetorical  method 
leads  him  into  exaggeration  and  inaccuracy.  Hitse,  for  in- 
stance, has  authoritatively  disproved  Berhard's  account  of 
the  origin  of  the  Sunday  labor-list  laws  as  from  deterrent 
motives.^  Bemhard  had  apparently  trusted  second-hand 
reports. 

In  the  third  part  of  his  book  he  recalls  Abbe's  ideal  of  a 
constitutional  system  of  industry,  and  the  attempts  of  the 
Prussian  government  to  introduce  the  elective  SicherheU^ 
mdnner  into  certain  branches  of  industry.  ''  Common  labor 
for  common  interests,  political  warfare  forgotten,"  was  the 
goal.  How  ill  these  hopes  have  been  realized,  he  shows  us 
in  two  chaptere  on  "  The  Election-War  "  and  "  Party-Rule." 
The  Sicherhettsmdnner  are  not  chosen  from  considerations  of 
fitness,  but  are  elected  on  strict  party  lines.  The  Social 
Democratic  and  Catholic  laborers  are  thoroly  organized  in 
"  free  "  or  "  Christian  "  unions;  each  group  nominates  its 
candidates,  and  the  pre-election  struggle  is  fierce  and  bitter* 
No  means  are  spared  to  discredit  the  opposing  candidates. 
Instead  of  softening  class  feeling,  new  bitternesses  are  eiigen- 

>  miM,  pp.  91-95,    Bemhard.  pp.  10-91. 
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dered.  The  JUcAtfrAditemdnner,  onee  eleotedi  are  organised 
by  their  respective  parties,  are  urged  to  use  their  posi* 
tions  for  party  ends,  to  q>are  judgment  upon  party  members 
and  be  stem  to  others.^  A  similar  unfortunate  state  of 
affairs  exists  in  the  insurance  assodations.'  ''  Every  labor^ 
leader/'  says  Bernhardt  ^'  knows  that  it  is  possible  through 
control  of  social  institutions  to  attain  three  impcvtant  i)olit- 
ical  ends.  First,  an  exact  thoro  orientation,  by  collection 
of  useful  material.  Second,  an  intensive  propaganda. 
Third,  the  payment  of  deserving  party  members  with  in- 
fluential, eventually  even  with  salaried  positions.  .  .  .  And 
so  the  bright  hope  for  '  conmion  labor  for  common  interests ' 
pales.'" 

Bemhard  is  largely  right.  '^  By  making  political  the  insti- 
tution of  the  Sicherheiismilafm^^  the  good  purpose  of  the  law 
is  rendered  entirely  vain,"  said  the  man  who  was  largely 
responsible  for  it.^  ''  Party  politics  play  a  r61e  in  our  sodal 
elections  which  is  far  greater  than  is  just,"  admits  Dr.  Hitae 
in  his  reply  to  Bemhard.*  There  are  to  be  sure  mitigating 
considerations.  ''That  these  elections  are  fought  with 
weapons  ethically  to  be  condemned  is  surely  regrettable," 
says  the  Socialist  Kampffm^er,*  "  but  it  is  true  of  all  elec- 
tions to  social  or  political  institutions  in  which  fundamentally 
contrasted  interests  meet."  To  the  laborer, ''  they  are  wars 
for  social  existence,  in  the  literal  sense  of  the  w<»rd,  these 
political  wars."  Parties  rq>resent  distinct  social  and  even 
hygienic  positions,  and  it  is  a  matter  of  importance  to  the 

1  Bemhard  attMka  partUmUriy  Sooial  Demoontio  metliods.  Rudolph  WbnO 
(gaenrttMehte  Folgeii  dcr  deatwhen  SorialpolitiV,  V.  ConMpoadenibktt  der  Gensnl- 
VnwiMtaAm  doT  Qewerinwhirftftn  DeutiehiaiMli,  Febraary  S2,  1913),  oiteB  liinlUr 
methods  used  by  the  Centrum.  But  altho  he  oorreets  Bemhard  in  one  inrtanee,  he 
doee  not  deny  the  geperal  faet  of  eiectocal  e»flewoi. 

«  He  releri  to  Mfiller,  Die  Hecnohaffc  der  Sodaldemokratie  in  dar  dentaofaen  Kfan- 
kenrerdoberung.    Beilln,  1910. 

«P.  106. 

«  Staatmefaetir  dee  Innera  Haas  DetbrOok  in  the  Beiehstac,  January  16.  1913. 
On  this  and  praviooB  datea  the  SidMriMitnilanflr  ware  strenly  ecMoind  in  the  1^^ 
atac.    See  ReJohataiverhandhingBn ,  Band  387,  pp.  3084,  eto. 

«  mtse,  p.  83. 

•  Kampffmeyer.  Tendeas  w  iasanaehaf 1 1 
aohaTte,  January  16, 1918.  p.  6. 
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laborer  to  what  program  the  oancUdate  adheres.^  Yet  a 
f airHninded  observer  must  admit  that  no  class  reoonoiliatian 
has  followed  the  introduction  of  these  semi-democratie 
institutions.'  The  bitterness,  even  wickedness,  of  the  party 
struggle  remains. 

The  central  section,  on  ''  The  Fight  for  Insurance  Pen- 
sions" has  aroused  most  discussion  and  most  dissension. 
Between  data  and  conclusions  we  must  distinguish  —  that 
the  former  do  not  justify  the  latter  does  not  indicate  thdr 
insignificance.  Bemhard  has  been  attacked  for  one  sentence 
in  particular:  "  Workingmen's  insurance/'  he  says,  "  shows 
moral  and  hygienic  consequences  which,  at  first  accepted  in 
the  bargain  as  unavoidable  evils,  have  gradually  thrown  the 
whole  question  of  the  benefit  of  workingmen's  insurance  in 
doubt."  *  This  statement  is  more  sweeping  than  Bemhard 
himself  att^npts  to  defend.  A  fairer  exposition  of  his  real 
position,  I  think,  is  found  in  his  earlier  address:  ''  You  all 
know  that  the  insurance  idea  is  fundamentally  sound.  .  •  . 
But  there  are  indirect  effects  which  have  become  so  important 
that  it  is  time  to  speak  openly  about  them.  ...  In  Ger* 
many  hitherto  we  have  conmd^ed  it  manly  and  proper  not 
to  let  tiie  accidents  of  life  overwhehn  us,  but  to  draw  upon 
the  slumbering  reserve  forces  to  help  to  win  out  through 
ignoring  and  becoming  used  to  misfortune.  Today  the  doc- 
tors report  that  this  virtue  scarcely  exists  except  outside  the 
working  classes."  ^ 

The  insured  laborers,  he  fears,  are  becoming  enervated  by 
their  assured  position.     They  readily  give  themselves  up  to 

1  See  Rampffmeyer,  Vom  KathndwKwhlfamw  ram  KftthederktpitaUgmiis.  Lad- 
wifriiefen,  1913,  p.  41.  In  tha  wme  paper  (pp.  27-*37).  KsmpffoMyer  mnpherieiw  the 
pottticel  aetivity  on  tlie  other  aide  of  the  fenee  —  by  the  capitalist  olaai.  And  Hitae 
(pp.  88-84),  eommente  on  the  undue  party  apirit  ahown  in  eleetioQa  of  all  aorta;  yet,  lie 
•dda,  ire  do  not  tlwraf on  propose  to  aboUah  eieetions.  The  Imperial  Tnsnranoe  Law 
of  1911  ehaaged  the  form  of  goremment  in  the  aiolniwea  insoranoe  funds  in  an  endeavor 
to  deeraase  party  politiQS. 

*  AKho  Hitse  (pp.  85-87)  attributes  to  the  soelal  poHey  the  iroiriac  lerisioniBm  of 


Die  aber  aOmihlieh  den  Segen  dar  Arlwitervenieberang  aberfaaupt  in  fVace 
p.  90. 
Die  aSnironft  dor  flgsiaipnHtfIr     Slafci  uad  Seen,  1918,  pp.  848. 844. 
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bodUy  iUb,  th^  exploit  their  wowids,  they  exaggerate  thdur 
pains;  for  so  they  can  win  larger  pensioiis.  "  The  endeavor 
to  utilise  an  accident  is  humanly  so. explicable  that  a  dis- 
tinguished doctor  has  called  such  ideas  an  entirely  normal 
occurrence  even  among  the  best  people.  But  the  peculiar 
danger  lies  herein,  that  broad  paths  were  opened  for  this 
human  weakness  when  compulsory  pension-insurance  was 
introduced  for  many  millions  of  men,  and  when,  partly  from 
ignorance,  partly  in  the  desire  to  win  the  masses,  the  neces- 
sary precautions  were  dispensed  with,  and  state  insurance 
was  given  a  form  that  actually  invited  misuse.  In  a  land 
in  which  many  millions  of  men  are  insured  in  the  same 
fashion,  many  millions  of  eyes  are  watching  the  mechanism 
of  payment.  Every  imperfection  in  the  structure  will  be 
discovered  and  utilized,  every  possibility  will  be  tested  and 
quickly  become  known  among  tiie  masses.  And  this  '  orien- 
tation '  of  the  masses  is  not  left  to  accident,  but  is  completely 
organized.  Today  the  labor  unions — socialist  and  all — have 
their  standing  representatives  in  the  Imperial  Insurance  Office; 
their  secretaries,  through  whom  not  only  are  the  laborers 
supported  in  court,  but  the  press  supplied  with  material  and 
the  members  of  the  Reichstag  given  their  bearings*  ...  In 
this  situation,"  he  concludes,  ''  there  is  only  one  way  to 
win  clearness  where  party  interests  and  party  intrigues 
have  clouded  the  horizon;  one  must  study  tiie  medical 
literature."  ^ 

In  a  short  chapter  he  cites  over  seventy-five  titles  from 
the  literature  of  the  last  twenty-five  years  on  the  nervous 
consequences  of  accidents  and  accident  insurance.  From 
the  publication  of  Oppenhdm's  Die  ixaunujMsdie  Neuroae, 
in  1889,  medical  discussion  has  been  prolific.  In  1895 
StrOmpell  came  to  Oppenheim's  support.  S&nger  in  1896 
published  his  important  observations  at  Hamburg.  The 
doctors  began  to  urge  reform  of  the  insurance  laws.  Auer- 
bach  in  1901,  Quincke  in  1905,  Hoche  in  1907  and  1910, 
Laquer  in  1912  (among  others)  contributed  further  impor- 
tant evidence. 

>  UntrwIkBMhto  Fotfuit  n>.  47-48. 
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The  Hamburg  data  were  based  on  comparative  observa* 
tions  of  German  and  foreign  laborers.  The  former,  conscious 
of  the  right  to  a  pension,  got  well  more  slowly  than  the  latter. 
Subjective  difficulties  delayed  the  heaUng.^  Several  doctors 
foimd  a  lack  of  codperation  on  the  part  of  patients,  an  un- 
willingness to  get  well  quickly,  an  imwillingness  to  admit  a 
full  capacity  for  work.  Despite  the  improvement  in  surgical 
methods  a  longer  period  is  today  required  for  cure  than 
before  the  insurance.^  A  steady  increase  in  nervous  diseases 
consequent  upon  accidents  is  reported.  Cure  of  such  dis- 
turbances is  the  exception  in  Germany,  while  in  countries 
granting  lump-sum  compensation  it  is  the  rule.' 

The  third  chapter  handles  simulation.  "The  insured 
seek  so  to  date  their  old  troubles,  pains,  stiff-jointednessee, 
that  they  may  get  the  highest  possible  pension.  Such  simu- 
lations of  causal  connection,  often  carried  out  with  great 
refinement,  can  only  with  great  difficulty  be  proved  by  the 
doctors,  and  proof  is  almost  impossible  when  the  patient  says 
that  a  previous  injury  has  been  badly  aggravated."  The 
workers  instruct  each  other  in  methods  of  simulation.  The 
accident  hospitals  and  doctors'  waiting-rooms  become  practi- 
cally schools  for  simulation,  the  old  neurotics  instructing  the 
youngsters.  Actual  aggravation  of  bodily  ills  also  occurs, 
and  this  is  very  difficult  to  detect.  Finally,  the  doctors  are 
unduly  lenient  towards  patients  whom  they  have  come  to 
know. 

Simulation  and  ''  pension-hysteria  "  are  often  difficult  to 
distinguish.  But  in  the  diffusion  of  hysterical,  neurasthenic 
and  hypochondriac  phenomena  lies  a  greater  danger.  The 
former  is  a  moral  weakness  —  the  latter  a  ph3n9ical  infection. 
Bemhard  quotes  Hoche,^  ''After  accidents  which  may  in 

t  LtiuaiMtem,  BeiM«e  rar  Fnife  der  ErwerbsaufllbiglEeit,  1883-M.  Siaser.  Die 
Beurteilaas  der  Nflrveneriawikuncen  naoh  Aniall,  1896.    Cited  by  Bemhard,  p.  M. 

>  DHtmer,  Arohirffkr  Uofanheilkuxide,  etc.,  1896,  pp.  177  ff.  dtbd  by  Bemhaid, 
p.  M.    Sfanilar  obeervatlooa  have  been  made  in  Holland  and  Austria. 

s  Aeoordingto  Sohaller,  9.3%  ourai  in  Germany,  aooordinc  to  Wimmer  98.6%  oona 
in  Denmark.  NaegeK  from  Switierland  and  BiUttroem  from  Sweden  report  lacae  per- 
eentatea  of  ouree  lifter  Imnp-eum  oompenaation. 

*  Hoehe,  Qeiateikrankheit  und  Kultor,  pp.  25  ff. 
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themselyes  be  small  and  unimportanti  nervoiis  ailments  enter 
of  the  most  various  kinds,  connected  with  a  general  hypo^ 
chondriac  depression  which  makes  the  patient  incapable  of 
work  and  at  the  same  time  assures  him  of  the  legal  right  to  a 
pension  graded  to  his  condition.  It  is  not,  as  was  at  first 
thought,  a  case  of  intentional  simulation  of  nonrcxustent 
^ymptcxns.  The  patient  is  iU,  but  —  extraordinary  as  it 
seems  —  he  would  be  well  were  there  no  pension  law.  ,  .  . 
The  fact  of  insurance  and  the  right  to  a  pension,  and  espe- 
cially the  suggestive  influence  of  the  conversation  of  his  wife 
and  comrades,  direct  his  attention  ...  to  his  own  bodily 
condition.  Hie  educative  factor  of  need,  the  healing  C(Hn- 
pulsion  to  pull  himself  together  and  do  away  with  small  ills 
by  ignoring  them,  is  no  longer  present."  Similar  complaints 
he  reports  against  invalidity  insurance.^  The  labor  press, 
the  labor  secretaries,  the  '^  pe(q>le's  lawyers  "  constantly  sug- 
gest the  pension  hunt.  Every  possible  aid  is  giv^i.  A 
man's  friends  urge  him  on,  s]rmpathize  with  his  injury;  his 
wife  does  the  same,  until  he  comes  to  watch  his  every  pain 
and  weakness  with  elaborate  care.  Individual  cases  may  be 
excusable,  but  a  social  danger  is  present  and  is  serious.  The 
idea  has  become  diffused  that  the  mere  fact  of  accident 
entitles  to  a  pension,  irrespective  of  capacity  to  work. 

That  the  prevalence  of  "  accident  neurosis  "  has  not  re- 
cdved  more  general  attention  Bemhard  thioks  is  due  to  the 
statistics  of  Biss,  Merzbacher  and  Stursberg,'  who  reported 
an  exceedingly  low  number  of  such  neurotics.  (Biss  57 
m  71,800  accidents;  Merzbacher  18  m  85,000;  Sturs- 


>  Bat  H  is  mtfhy  of  note  that  pcMtledlsr  ih«  wliob  of  BanhMd'a,  as  of  otfcsr 
atteoks,  is  diraeted  ■•siasl  Moidsnt  insannoe.  Dr.  Horn,  for  iastaaca,  aftor  statistieal 
inTVsligatioii,  reports  simolatioa  to  be  twioe  as  frequent  in  aeoident  as  in  inraliditjr 
oases.  Arstlioha  Saehvwstftndlfle  Zekani,  1918,  No.  11,  p.  280.  Ons  oannot  fsftain 
from  the  observation  that  aeoident  insnranoe  is  in  Qermaaj  non-oontribvtory,  wbUe 
the  laboten  oontribote  approsimateiy  half  of  the  oost  of  invaHdHgr  insuraMa^  and  two- 
thirds  to  ths  rielnssB  inannnoe.  i«niast  wfaioh  least  oomplalnt  has  been  niada.  Aeoi- 
dent pensions  may,  therefore,  be  loolBed  upon  as  *'  something  for  nothing,**  of  whioh  it  is 
rather  dever  to  get  as  muoh  as  possible  —  as  it  is  the  employers*  assooiation  that  pays. 
Just  how  muoh  signifioanoe  should  be  attached  to  this  observation  would  require  a 
vary  dose  and  broad  knowledge  of  aetml  conditions. 

*  Paul  Bfas,  XrstUohe  Sachvefstindige  Zeitung.  1004,  pp.  857  ff.,  and  1910.  pp.  450  IT. 
L.  Menbaohar,  SSentralblatt  fOr  NervenhsOkunde  und  FHyehologie.  1008»  pp.  006  ff. 
Sohuhse  und  Stuisberg.  Brfahmngoa  ttbsr  Naurosen  naeh  UnfMBsn.  p.  4. 
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berg  24  in  14,259.)  These  statistics  he  attacks  as  based  on 
an  unwontedly  narrow  conception  of  "  accident  neurosb/' 
and  on  inadequate  evidence.  Doctors  still  disafpree  in  defin- 
ing ^'accident  neurosis '';  indeed  Bemhard  feels  it  quite 
impossible  to  reach  valuable  statistical  percentages.  He  is 
sure,  however,  that  we  can  speak  here  of  a  *'  pi^chie  infec- 
tion "  pervading  the  masses,  of  an  "  epidemic  diffusion  of 
unhealthy  ideas,"  a  disappearance  of  the  sense  of  personal 
req^onsibility.^ 

That  the  period  required  iar  cure  has  increased  since  the 
passage  of  the  insurance  law  and  that  it  is  longer  among 
insured  than  uninsured,  are  established  facts.  But,  as  Dr. 
Fassbender '  points  out,  this  is  in  part  due  to  more  careful 
observation  of  cases  and  is  really  desirable.  Laborers  are 
no  longer  allowed  to  return  to  work  before  complete  recovery. 

The  importance  to  be  attached  to  Bemhard's  discussion  of 
simulation  and  accident  neurosis  depends  upon  the  extent  to 
which  the  evils  are  believed  to  exist.  Bemhard  himself  recog- 
nises the  extreme  diversity  of  opinion  in  the  medical  pro- 
fession. The  economists  incline  to  minimize  these  evils. 
Hie  doctors  are  more  concerned,  and  their  opinion  is  perhaps 
less  academic.  Those  who  discuss  the  matter  are  however 
in  large  part  confidential  doctors  of  the  Benrfsgenossen- 
edunften  and  so  open  to  suspicion  of  bias.  The  oft-quoted 
oiHnion  of  Euhn  and  Mobius '  that  ''  the  number  of  simu- 
lants which  a  doctor  observes  stands  in  inverse  ratio  to  his 
medico-psychological  knowledge  "  is  probably  exaggerated,^ 
but  a  confidential  doctor  is  in  fact  liaUe  to  a  sort  of  jailer's 
pessimism.  Pure  simulation  seems  to  be  extremely  rare,  but 
exaggeration  more  or  less  consdous  is  undoubtedly  frequent. 
It  is  often  associated  with  cases  of  actual  accident  neurosis. 
Laquer*  quotes  Sachs  as  saying  that  there  is  a  complete 

>  Bcnhaid,  pp.  74,  75. 

*  FaMbender,  Das  Raeht  6m  ArMtm  anf  Rsnto  und  aeiae  ^nrinmieii  anf  den 
Vdknbtfaeter  und  die  Volkdoaf t.    Oontributkm  to  miae,  p.  70. 

>  Cited  by  Kanfmaniit  liolit  und  Sebatten  bei  d«r  deutaeben  AibeUerfewlnhiirimg, 
19!t3>  p.  13,  by  Tbkme.  Handbuob  der  UnfaOerkrankuncen,  1909,  vol.  i,  p.  151,  imd 
otben. 

*  See  Oiuiibeti.  UnenrOnsebte  Folcen  deotaoben  Soaialpolitik  T     1918,  pp.  29-38. 

*  Loooer,  Die  HeilbaAeit  norrteer  UnfaHifolgen,  1913,  p.  9. 
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series  from  one  to  the  other.  But  Bemhard  undoubtedly 
exaggerates  both  its  frequency  and  the  difGLCulty  of  detection. 
A  well-instructed  doctor  should  be  able  to  detect  simulation 
and  to  distinguish  it  from  h3rsteria.  Some  of  the  evil  prob* 
ably  lies  in  insufficient  instruction  at  the  university  clinics.^ 
Bemhard's  remarks  on  the  increase  of  nervous  conse? 
quences  of  accident  among  laborers  are  of  doubtful  signifi- 
cance. The  evil  is  not  confined  to  one  class.  Wissell^ 
quotes  figures  showing  an  extraordinary  increase  of  nervous 
disease  in  the  Gennan  army  and  navy.  The  pension  law  is 
not  the  single  cause  of  the  increase.  Economic  development 
has  brought  with  it  an  ever-increasing  nervous  strain. 
Monotonous  factory-labor,  the  roar  of  machinery,  the  con- 
stant danger,  the  uncertainty  of  r^^lar  employment  —  all 
these  have  their  effects.  The  frequency  of  nervous  troubles 
in  the  United  States,  despite  the  lack  of  general  accident 
insurance,  is  well  known.  Yet  there  exists  among  those 
insured  against  accident  in  Germany  a  disease  which,  how- 
ever variously  defined,  is  recognized  by  all.  The  possibility 
of  a  high  pencdon  causes  patients  to  work  themselves  into  a 
nervously  unsound  condition  through  the  worry  of  uncertainty 
and  the  hope  of  a  high  award.  The  continued  possibility 
that  the  pension  be  lowered  maintains  this  unsound  state. 
Sometimes  it  is  accompanied  by  objective  symptoms,  some- 
times not.  It  does  actually  tend  to  incapacitate  patients  for 
work.  Further  than  this  doctors  are  not  agreed.  Laquer 
and  Naegeli  make  statements  fiatiy  contradictory  to  those  of 
Schultae  and  Stursberg.  Each  doctor  states  his  own  con- 
clusions as  the  definitive  opinion  of  the  medical  world*  Wh^i 
doctors  disagree  what  '*  accident  neurosis  "  is  and  how  wide- 
spread it  is,  where  simulation  stops  and  neurosis  begins, 
whether  neurosis  be  curable  and  how  dangerous  it  is.  Dr. 
Fassbender  is  certainly  justified  in  saying  that  the  time  is 

>  See  Stunbeis,  p.  32*  mad  NMteli.  Ober  den  EinfluH  ron  Reehlawiapcaohea  be! 
Neuroeen,  1913,  p.  10.  On  the  whole  question  of  rimuUtion  eee:  Stunbeis,  pp.  lSr2S; 
Faaibender,pp.7D-7fi;  Wuermeling,  contribution  to  Histe.  pp.  49-52;  Horn;  SehulUe^ 
Stunbets,  p.  27,  ete.;  Neefeli,  pp.  10-11, 17,  25.  vid  Lequer,  p.  5. 

*  WiHell,  Tol.  ir. 
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not  yet  ripe  for  Bemhard's  work.  To  draw  such  sweeping 
and  podtive  conclimions  from  such  a  medical  maelstrom  is 
mirely  presumptuous.^ 

One  expects  from  Bembard  proposals  for  great  reforms. 
He  proposes,  indeed,  a  group  of  excellent  changes,  but  they 
are  simple  and  relatively  trivial  —  many  are  quite  unrelated 
to  the  evils  he  has  disclosed.  Reform,  he  sajrs,  is  difficult, 
because  the  great  pditical  parties  anxiously  avoid  anything 
that  might  displease  the  masses. 

First  he  urges  simplification  of  the  process  of  appeal.  The 
&nperial  Insurance  Office  has  for  years  been  notoriously  ov^**' 
loaded.  The  Law  of  1911  attempted  some  relief,'  but  Bem^ 
hard  thinks  it  only  threw  the  burden  upon  the  lower  courts^ 
and  that  the  complexity  remains.'  Against  such  reform 
none  will  protest;  the  government  itself  has  for  some  years 
been  working  for  it. 

Next,  he  urges  removal  of  the  so-called  waiting  time.  Acci* 
dent  cases  are  at  present  handled  for  the  first  thirteen  weeks 
by  the  sickness  authorities.  This  provision  was  inserted  for 
two  reasons:  first,  to  introduce  a  contributory  element  into 
the  accident  insurance;  second,  because  the  sickness  authori* 
ties  were  ab*eady  in  a  poation  to  give  immediate  treatment; 
When  after  three  months  the  Berufsgenosaensdiaft  assumes 
control,  it  often  has  no  record  of  the  previous  course  of  the 
case,  and  an  unpleasant  break  in  the  manner  of  treatment, 
often  arousing  suspicion  in  the  patient's  mind,  is  probable. 
The  Berufsgenoasensdiafien  have  a  certain  right  to  assume 
charge  of  cases  before  the  waiting-time  is  past,  but  as  Bern- 
hard  observes,  they  have  made  slight  use  of  it.  Since  1906 
the  Imperial  Insurance  Office  has  been  constantly  urging  the 
taking  over  of  cases  by  the  BervfsgenosaeTischaften,     The 

1  On  the  *'  Mddent  neurosis,"  Lsquer  and  Sohultee-Stuzebeii  are,  perhepe,  the  beel 
recent  short  works.  Since  the  pablioation  of  Berahaid's  book.  Naegeli  has  presented  a 
poiitioo  at  least  as  extreme  and  Stursberg  has  replied  to  Bembard. 

*  WHh  remarkable  suoceas:  there  were  33,001  cases  before  the  Imperial  Insorai^ 
Office  In  1912  under  the  old  Uw;  in  1913,  only  12,918.  See  AmtUohe  Nachriohtei^  dee 
ReiehsvenieherungBamts,  Vthrtmry,  1914,  p.  961. 

*  As  the  number  of  cases  before  the  SchiedsBeciohte  (upper  insuranoe  oourte)  in 
1913  has  not  yet  been  pubBsbed.  it  ie  still  impossible  to  asoertain  if  Bembard  be  right. 
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Law  of  1911  contained  several  paragraphs  expressly  designed 
to  facilitate  such  procedure.^  The  utilisation  of  the  right, 
altho  still  small  (1912:  2.81%  of  all  cases)  has  steadily  in- 
creased.* The  figures  for  1912  show  an  increase  over  those 
for  1906  of  73.4%  in  the  number  of  cases  so  handled,  and  of 
87.6%  in  the  amount  so  expended.  It  is  naturally  difficult 
to  induce  the  BenrfsgenMsenschafien  to  assume  expenses  not 
required  of  them,  and  a  large  increase  is  not  immediately  to 
be  expected  —  nor  is  it  in  all  cases  desirable.' 

Many  writers  have  remarked  on  the  superabundance  of 
appeals  from  the  lower  courts,  in  pension  cases.  The  ovw- 
burdening  of  the  Imperial  Office  was  to  some  degree  relieved 
by  the  law  of  1911.  Many  appeals  are  for  cases  of  obvious 
simulation.  Under  the  present  sjrstem,  appeal  costs  the  liti- 
gant nothing.  Bemhard  urges  a  change.  Already  the 
Imperial  Insurance  Office  may  in  some  cases  chaige  costs  to 
the  appellant,  but  has  seldom  done  so.  General  opinion 
recommends  further  exercise  of  the  right.^  Bemhard's  pro- 
posal is  once  more  justified,  but  not  at  all  new  or  radical.* 

Almost  one-half  of  the  pensions  granted  are  for  under  25% 
of  the  normal  wage.*  Pensions  of  5  and  10%,  which  are 
often  granted,  are  really  nothing  more  than  a  gift.  In  1911, 
the  government  proposed  that  pensions  under  20%  should  be 

>  Book  m,  n,  2,  II 573-570. 

>  In  1900, 1.90  %  of  vepovted  aoddento  (1.52%  of  rural  ouw;  2.05%  of  iadortfid) 
wen  taken  ovw  by  iho  Moidfliit  inwirangft  authoritiM;  In  1909, 2.40%;  in  1912, 2^1% 
(8.48%ofniral,2.05%ofindastrial).  Fhnn  1890  to  1900  the  unonnt  of  meh  cue  had 
bwttlynudntuned  the  Mune  level.  11iecoetlnlS90wM478,552M.;  inl900.714.072M. 
See  Kwifmenn.  Sohadenveriilitende  Wirkung  In  der  deatiohen  AibeHenrenioheranf. 
pp.  57-70,  end  AmtUohe  Naehrichten  dee  lUiohsvenieherunsiunte.  Febroary,  1014, 
p.  292. 

>  See  Stonbetg,  p.  24. 

«  Stonbeic  (p.  24).  for  inetnnee.  eaye  that  Ua  esperienee  hade  him  to  believe  that 
layinc  even  a  anaU  portion  of  the  ooata  to  the  appellant  woold  eseroiae|n  atrong  detenent 
effeet. 

*  Wb  ficoiee  aa  to  appeala  are,  however,  mJnieading,  aa  he  Inoludee  the  unaettled 
daima  of  the  previous  year.  Inetead  of  170,000  there  were  about  70,000  appeals  in 
about  400,000  cases  in  1911, 17.18%  of  an  cases.  Both  amount  and  sueoess  of  Appeals 
have  shown  steady  decraaaearinee  1896.    See  Wlsseil,  vol.  U.  FMmiaiy  1. 1918. 

i  Woermeling  (p.  54)  says,  "three-quarters  "but  ha  is  in  error.  He  takes  his  flcuns 
tram  the  Lettfaden  sur  Arbsiterverrichening  des  Deutscben  Relohs,  Beriin.  1918,  p.  47, 
but  the  flgursa  he  quotea  an  for  ineapacity  for  work  from  0%  to  25% — thua  iaeladinc 
0%. 
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granted  for  a  limited  period  only.  Political  considerations 
prevented  the  passage  of  this  provision.  Bemhard  justifi- 
ably renews  the  proposal.  Stursberg^  approves  it,  and 
Wuermeling  '  brings  no  sufficient  argument  against  it. 

Bemhard's  final  and  most  important  proposal  is  that  lump- 
sum compensation  be  adopted  in  cases  of  **  accident  neurosis." 
Such  a  plan  has  been  tried  in  Switzerland,'  Denmark,^  and 
Sweden*  with  marked  success.  In  most  cases  where  the 
patient  is  obviously  suffering  from  pure  ''  traumatic  "  or 
"accident  neurosis/'  the  prompt  settlement  of  his  claim 
effects  a  cure.  Medical  opinion  seems  cautiously  but 
generally  to  support  Bemhard's  proposal.*  The  question  is 
still  new  and  requires  further  study.  None  of  the  investi^ 
gations  are  based  on  very  extensive  data.  The  present 
German  law  allows  lump-sum  compensation  only  with  for- 
eigners, or  when  the  pension  would  be  under  20%,  and  in 
any  case  only  with  the  consent  of  the  insured. 

There  are,  of  course,  certain  general  objections  to  the  prin- 
ciple of  lump-sum  compensation.  Bemhard  mentions  only 
one,  that  with  low  caliber  persons  the  compensation  is  very 
soon  spent  and  they  once  more  become  a  burden  upon 
society.  More  important  is  that  advanced  by  Wuermeling. 
While  the  pension  can  at  any  time  be  raised  or  lowered  as  the 
effects  of  the  accident  vary,  lump-sum  compensation  may  be, 
once  for  all,  either  too  high  or  too  low.  The  patient  may  live 
too  long  or  not  long  enough.  This  argument,  however  true 
when  applied  to  the  insurance  principle,  is  not  relevant  when 
that  very  adaptability  to  the  patient's  varying  condition  is 

>  Pp.  24-25.  *  p.  64. 

•  NMgali,  Naohuntenaohuncen  bei  traumatiMshen  Neiiroeen  (KarregpondenabUtt 
fOr  Sofaweiaar  Axate  1910.  No.  2,)  leporta  cotcb  in  eveiy  caae  of  traumatio  neurosia 
oneomplioated  by  objeotiire  diaease. 

*  Wimmer,  Die  Prasnoae  d«r  traumatiaohen  Hysteria  und  ihre  Beeinfluaaang  dnrah 
die  Kapitalahfindnwg.  ZentnJblatt  fOr  NervenheOkinkde  und  P^yohiatrie  1910,  pp. 
117-128  reporta  from  Demnazlc  93%  ourae  after  auoh  treatment. 

*  NaegeU,  Tiber  den  Rinflnaa  von  Reohtaan^prQohen  bei  Neuroaen,  p.  20,  reporta, 
after  BihlstrOm,  90%  eurea  in  Sweden. 

•  See  Wuermeling,  pp.  54-59,  Faasbender,  pp.  70-78,  Stursberg,  pp.  25-26,  Sofaultae- 
Btonberg,  pp.  28,  50  for  very  moderate  opiniona;  Laquer,  Naegeli,  Horn,  "Cher 
nervdae  Eifaankungen  naeh  KiaenbahnnnfUlen  Bonn,  1918,  Wimmer  Leppman  in 
Zeitaefarift  fOr  ftrstUohe  FortbUdung  1911.  No.  22,  etc 
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in  large  part  the  cause  of  his  continuing  incapacity.  Lump- 
sum compensation  may  be  in  such  cases,  as  Wuenneling  sajrSi 
a  form  of  surrender,  but  as  he  adds,  it  is  a  sacrifice  that  avoids 
greater  sacrifices. 

One  further  objection  is  advanced  in  particular  by  Schutze.^ 
It  can  cause  lump-sum  neurosis  instead  of  pension-neurosis. 
It  may  strongly  develop  the  nervous  ailment  in  the  period 
immediately  following  the  accident;  and  as  Horn'  points 
out,  lump-sum  compensation  to  be  effective  must  be  immedi- 
ate. This  only  argues  what  all  doctors  seem  to  agree  upon, 
that  this  form  of  compensation,  while  desirable  in  some 
cases,  should  be  applied  only  sparingly,  after  thoro  medical 
investigation,  and  where  there  seems  good  reason  to  believe 
that  full  capacity  for  work  may  be  restored.  The  Danish 
method  of  an  immediate  limited  compensation  followed  three 
years  later  by  a  definitive  decision  is  perhaps  best. 

In  Germany  further  provision  for  lump-sum  compensation 
is  not  likely,  it  seems,  soon  to  be  made. 

Such  are  Bemhard's  proposals  for  reform.  They  are  not 
new,  and  they  come  somewhat  as  an  anti-climax  after  his 
sweeping  proclamations  of  disaster.  One  ray  of  hope  he  sees 
—  in  growing  bureaucratisation.  We  have  passed  through 
the  age  of  baroque  social  legislation,  he  sa3rs,  and  are  ripe  for 
an  era  of  rest.  We  need  not  fear  the  growing  power  of  the 
Social  Democracy.  Party  wars  lead  more  and  more  to 
neutralisation  —  and  that  means  bureaucratisation  —  of 
social  institutions.  In  the  sickness  funds,  everjrwhere,  he 
sees  a  growing  centralization  of  administration,  and  this 
he  welcomes.  (A  curious  contrast  it  makes  to  his  demand 
for  "  freedom  ''  from  bureaucracy  in  his  earlier  chapters.)  He 
sees  displayed  ''  the  tragedy  of  all  great  reform  movements, 
that  the  unforeseen  results  are  greater  than  the  foreseen." 
And  finally,  "  after  a  proud  and  victorious  era  of  progress 
the  time  has  come  to  make  fast  what  we  have  won  and  to 
break  the  way  toward  new  goals."  * 

t  SohultM-Stunbeis,  p.  28. 

*  Horn,  tTber  SuanlAtion  bei  UafUU^wlototen  und  InTiUden;  IntUohs  SmI&tw- 
Zrftmii.  No.  12.  Jane  16»  1912. 

•  P.  116. 
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The  iDfluence  of  Bemhard's  brilliant  book  has  been  great. 
It  has  called  forth  a  vast  mass  of  literature  of  varying  worth. 
Some  is  in  direct  answer  to  Bemhard,  some  is  less  contro- 
versial. 

To  the  first  group  belong,  of  course,  a  great  number  of 
social-democratic  replies,  many  of  them  rather  wild.^  An 
exception  is  an  excellent  series  of  articles  by  Rudolph  Wis- 
sell,*  founded  upon  wide  knowledge  and  supported  by  signif- 
icant statistics.  Perhaps  also  written  with  some  political 
"  Rtlcksicht "  is  a  book  by  the  leader  of  the  ^  Kolnische  Rich- 
tung  "  in  the  Centrum,  Dr.  Franz  Hitze.'  This  is  by  far  the 
most  important  reply  that  Bemhard's  work  has  elicited. 
Dr.  Hitze  has  left  to  Drs.  Wuermeling  and  Fassbender  the 
task  of  answering  Bernhard's  criticisms  of  social  insurance; 
be  has  himself  replied  to  the  rest.  As  a  member  of  the 
Reichstag,  he  has  been  personally  concerned  in  the  passage  of 
many  of  the  measures  for  workingmen's  protection.  Some 
of  Bemhard's  data  he  shows  to  be  quite  inaccurate,  and  some 
of  his  criticisms  petty.  I  know  no  better  short  statement  of 
the  theory  of  social  insurance  than  his  chapter  on  the 
fundamental  conception  and  aim  of  workingmen's  insurance. 
This  he  follows  with  a  statistical  summary,  and  an  estimate 
of  the  physical,  economic  and  cultural  contributions  made 
to  the  German  nation  by  its  social  policy. 

Wuermeling  and  Fassbender,  in  chapters  in  the  volume 
containing  Hitze's  criticisms,  find  fault  with  Bemhard's 
interpretation  of  medical  opinion.  More  thoro  is  Sturs- 
berg's  reply,  already  referred  to.  Stursberg  is  immediately 
concerned  with  the  rehabilitation  of  his  own  statistics,  which 
Bemhard  had  attacked;  but  he  also  considers  Bemhard's 
whole  discussion  of  accident  insurance.     Between  Bemhard 

1  Perliaps  the  beat  of  luoh  is  Kampffmeyer,  Vom  KathedewoefaJiMnqa  eum  Kethe- 
daikapitftlMmiie.     LodwigaliBfen,  1918,  p.  48. 

s  Rttdolph  WiHell,  Unenrttneehte  Foloen  der  deateciien  Soeuilpotttfk.  Corraepon- 
dandilatt  der  GenenKCoiDmiaHion  der  Qewerkaehaften  Deutaohluidi,  Beriin,  1918, 
Nca,  4,  5^  0,  7,  and  8. 

>  Htoe,  Zur  WOnfigiuif  der  dMiteolien  ArbeHer^BoulpoIitlk.     Mit  Beitrigen  yott 
Gail.  Obemturanswat  Dr.  Wuennelinc  und  SanitAtarat  Dr.  Faaabendar.     MOnohaft- 
,  1918,  pp.  128. 
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and  his  opponents,  he  takes  a  middle  stand.  Neurosis  and 
simulation  he  thinks  far  less  frequent  than  Bemhard  reck- 
oned, but  still  significant.  From  a  more  thoro  preparation 
of  doctors  he  expects  the  greatest  advance.  The  columns 
of  many  medical  journals^  have  copiously  discussed  the 
medical  problems.  The  excellent  works  of  Laquer,  Na^^li, 
Wimmer  and  Schultse-Stursberg,*  tho  published  heiore 
Bemhard's  book,  contain  important  contributions  to  the 
discussion  of  pensicm  versus  lump-sum  compensation. 
Naegeli's  more  recent  paper '  sums  up  admirably  a  rather 
extreme  position. 

Not  a  single  economist  has  come  out  in  defense  of  Bem- 
hard, if  we  except  the  laudatory  article  of  the  economic 
editor  of  SUM  und  Eiaen*  Zahn,*  Lenz,«  and  Witsle- 
ben '  have  been  outspoken  in  their  criticism,  as  have  others 
too  numerous  to  mention.  Alfred  Weber,*  in  an  essay  in 
which  he  calls  for  greater  emphasis  upon  the  spiritual  instead 
of  upon  the  merely  material  conditions  of  existence,  pauses 
to  attack  Bemhard  severely.  Bitzmann,*  while  agreeing 
with  Bemhard's  complaint  of  complexity  in  the  industrial 
laws,  feels  them  quite  necessary. 

Social  insurance  at  its  inception  sought  chiefly  to  soften 
the  contrasts  of  industrial  warfare  and  to  keep  the  laborers 
above  the  poor  law  line.  A  third  purpose  —  to  raise  the 
national  health  by  immediately  prophylactic  measures  — 
has  developed  in  importance  since.     Bemhard's  book  has 

^  In  particular,  th«  Aritliehe  8aohv«rst&iidlge  Zeitung.  One  of  ita  editors,  Erwin 
Fhuidc.  critieiaee  Benhaid  imvariiigly,  1913,  Nob.  6  and  17. 

>  See  notea  3  and  6  to  pac»  573. 

>  NiwBeli.  Cber  den  BinfluaB  von  ReehstanaprQehen  bd  Nevrown. 
«  Dr.  Beomer  in  "  Der  Tas."  1012.  No.  282. 

•  Friedrioh  Zahn,  review  of  Bernhard'e  book  in  Zeltaohrift  fOr  die  oeaamte  Ver- 
ioherangawiflBenacbaft,  1018,  pp.  262-264. 

•  Friedrioh  Lena,  review  of  Bemhard's  book  in  Proaasisohe  Jahifottoher  Band  151, 
1013,  pp.  M»-5fi6. 

T  O.  V.  Witaleben,  raview  of  Bemhard's  book  in  SohmoOer'a  Jahiboeh  fOr  Geaets- 
gebung  1013,  p.  480-406. 

•  Alfrad  Weber,  Neuoiientierung  in  der  Soaialpolitik  7  Arofaiv  flkr  Sosiahria- 
aansohaft  und  Soaialpolitik,  Band  36, 1018.  pp.  1-13. 

•  Rhimann,  Sosiale  Geaetae  und  modeme  BetriebsleHung  in  ihren  BeaiehungeB  aa 
d0n  Erfolgen  der  natkmalen  Wirtsehaft.     Sodal  Tsefanik,  1013.  Heft  15. 
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renewed  discussion  of  the  success  of  social  insurance  in  achiev- 
ing these  purposes.  In  the  first  insurance  has  obviously 
failed.  Zahn  ^  and  Wissell  *  have  found  no  actual  diminution 
in  poor  law  expenses,  but  both  feel  that  without  insurance 
the  increase  would  have  been  greater.  The  Tninimiim  of 
existence  has  been  raised.  Zahn  thinks  the  circle  of  entire 
dependents  has  relatively  decreased;  Wissell  lays  more 
emphasis  upon  the  ever-rising  standard  of  Uving. 

Hitze  accepts  the  prevalent  opinion  that  the  immense 
amounts  expended  for  sanitary  and  medical  purposes  have 
actually  improved  the  health  of  the  German  people.  Zwie- 
dineck-Stidhorst '  also  takes  this  stand,  but  feels  that  further 
advance  would  endanger  individual  self-dependence.  Alfons 
Fischer,*  however,  attempts  to  show  that  the  beneficial 
influence  of  social  insurance* has  not  kept  pace  with  the 
degeneration  being  wrought  by  industrialization,  and  there- 
fore demands  its  further  extension. 

The  present  year  may  bring  forth  an  authoritative  report 
from  the  Reichsamt  des  Innem  on  the  economic,  physical, 
moral  and  social  effects  of  the  German  workingmen's  legisla- 
tion, and  its  effects  on  industrial  evolution.  The  discussion 
in  the  Reichstag,  January  23,  1913,  brought  forth  a  request 
by  the  Centrum  for  such  a  work,  and  the  government  agreed 
to  undertake  it.  Meanwhile,  we  may  judge  its  tone  from 
the  most  recent  book  of  the  optimistic  president  of  the 
Imperial  Insurance  Office.'  An  earlier  paper  of  his,*  appear- 
ing just  before  Bemhard's,  did  much  to  prevent  general 

1  SSafan,  Arbateryernohemng  und  Armenwesen  in  Deutaohlaad,  Arohiv  fttr  Sosuil- 
wnMnsehaft  und  SoniJpoUtik,  Band  35,  pp.  41SH»6. 

*  Rudolph  Wissdl,  Arbeitenrendeheninc  und  Armenpflece.  Sooalktisohe  Monntt- 
hefte.  vol.  xvii,  pp.  806,  318. 

*  tt.  Zwiedinaok-SQdhont,  H«t  die  deutoche  Sonahroniohening  die  in  sie  geeetiten 
Enrartonfen  erfOllt  ?  Zeitachiift  fOr  die  aeaamte  Veraio]ierunfBwiHenaohaft,1013,  pp. 
278-290. 

«  Atfoni  Fiaohar,  Venniwte  Folgen  der  deutacben  Soatalvenioliierunc;  JahrfoHoher 
for  Nationalekonoroie.  Band  46,  1913,  pp.  577-002;  and  by  the  same  writer.  EinfluaB 
der  aoaialen  Geaetifebung  auf  Verhfitung,  Erkennung  und  Verlauf  der  Krankheiten, 
"  Krankhett  und  Sonale  Lace.'*     MUnchen,  1913,  pp.  787-840. 

•  Paul  Kaufmann.  SchadenTerhfltendee  Wirken  in  der  deutaohen  Axbeiterveniche- 
Berlin,1913,p.l51. 

•  lieht  und  Scbatten  bei  der  deutecben  Aibeitenrenioherunc  Berlin,  1913,  p.  18. 
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acceptance  of  the  latter's  conclusionB.  The  present  work 
is  an  excellent  summary  of  the  contributions  of  social  insur- 
ance in  Germany  to  public  health,  and  includes  discussion  of 
many  of  the  recent  problems  of  insurance  administration. 
Its  possibly  too  laudatory  tone  makes  it  serve  well  as  an 
optimistic  antidote  to  Bemhard's  pessimism. 

Lbwis  8.  Gannbtt. 
Bebun,  Gsbmant. 
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THE  GERMAN  POTASH  LAW  OF  1910 

In  my  article  on  the  Potash  Industry,^  published  in  the 
November  issue  of  this  Journal^  some  passages  may  be  liable 
to  misunderstanding,  and  call  for  a  word  of  explanation. 
They  refer  to  the  controversy  between  the  Prussian  govern- 
ment and  the  American  potash  buyers  concerning  the  potash 
law  of  1910.  It  is  beyond  question  true  that  this  law,  tho  in 
its  terms  not  discriminatory  against  the  individuals  of  any 
nation,  nevertheless  in  fact  discriminated  agsdnst  American 
purchasers,  and  was  designed  to  discriminate  against  them. 
By  its  wording  the  law  applied  to  all  German  potash  mines 
which  produced  amounts  beyond  a  certain  specified  allot- 
ment; hence  technically  it  would  not  appear  to  be  discrimina- 
toiy.  But  the  American  potash  purchasers  held  contracts 
with  the  only  mines  which  were  liable  for  the  supertax  im- 
posed by  the  law  on  any  production  in  excess  of  the  specified 
aUotments.  Moreover,  these  contracts  had  been  made  in 
such  terms  as  to  render  them  susceptible  of  a  construction 
whereby  American  purchasers  would  be  made  liable  for  the 
payment  of  this  extremely  heavy  supertax.  In  other  words, 
not  the  owners  of  the  German  mines,  but  the  American  pur- 
chasers from  them,  were  the  persons  threatened  by  the 
measure,  and  meant  to  be  threatened.  Certain  it  is  that  the 
result  of  this  combination  of  circumstances  was  decidedly 
unfavorable  to  American  buyers,  and  to  all  intents  and  pur- 
poses amounted  to  discrimination  against  them. 

Whether  the  administration  of  President  Taf t  would  have 
been  justified  under  these  circumstances  in  exercising  the 
retaliatory  powers  given  by  the  tariff  act  of  1909  is  a  question 
of  political  expediency  on  which  I  should  hesitate  to  give  an 

>  See  pace  177  ol  the  Norember  ierae. 
679 
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opinion.      Matters  of  this  sort  lie  outside  the  economic 
problems  with  which  my  discussion  was  concerned. 

The  inmiediate  occasion  of  the  potash  law  of  1910  was 
thus  the  wish  to  get  rid  of  the  American  contracts  just 
referred  to.  Yet  the  events  of  previous  years  had  paved  the 
way  for  drastic  control  of  the  industry.  The  German  govern- 
ment had  played  a  large  part  in  the  history  of  the  potash 
industry  from  its  inception;  there  had  been  agitation  in  1905 
for  a  state  potash  monopoly;  previous  measures,  such  as  the 
Gamp  law  of  1905  and  the  mining  law  of  1907,  had  failed 
signally  to  bring  the  relief  desired  for  the  industry;  this  bill 
itself  had  been  under  discussion  from  February  until  May 
1910,  —  all  these  circumstances  indicate  that  the  German 
government  had  long  been  determined  to  keep  in  its  hands 
full  control  of  the  industry  and  of  the  prices  of  the  products. 

That  the  law  has  not  secured  all  the  ends  desired  by  the 
German  government,  and  in  particular  has  not  prevented  an 
increase  in  the  number  of  mines  and  in  their  output,  is  now 
admitted.  Neither  can  it  be  said  to  be  a  measure  for  con- 
servation, except  in  the  sense  that  the  German  government 
wishes  to  retain  for  itself  and  its  subjects  the  benefits  of  a 
natural  monopoly  of  supply.  German  potash  supplies  are 
virtually  inexhaustible,  and  the  law  of  1910  was  neither 
necessary  for  conserving  them  nor  designed  for  that  end. 
It  was  a  tactical  manoeuver  directed  against  the  American 
purchasers,  and  successful  against  them  because  of  the 
unwillingness  of  the  American  government  to  exercise  a 
vigorous  influence  in  their  behalf. 

H.   R.  TOSDAL. 

Habvabd  UmvsBsnT. 
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PUBLIC  OWNERSHIP  OF  TELEGRAPHS  AND 
TELEPHONES 

The  report  entitled,  Government  Ownership  of  Electrical 
Means  of  Ck>minunication,  prepared  by  a  committee  of  the 
Post  Office  Department  and  transmitted  to  Congress  by  the 
Postmaster  General  in  response  to  a  Senate  Resolution  of 
January  12,  1914,  contains  the  evidence  upon  which  the 
Postmaster  General  based  his  recent  declaration  that  the 
policy  of  government  ownership  of  telegraphs  and  tele- 
phones should  be  adopted  in  the  United  States.*  Congress- 
man David  J.  Lewis  of  Maryland,  a  leading  advocate  of 
government  ownership  of  tel^raphs  and  telephones,  founds 
his  case  for  public  ownership  largely  upon  evidence  of  a 
similar  character  to  that  contained  in  this  report.*  The 
American  Telephone  and  Telegraph  Company,  on  the  other 
hand,  challenges  the  validity  of  much  of  this  evidence.'  The 
importance  of  the  subject,  as  well  as  the  conspicuous  position 
of  the  parties  concerned,  warrant  a  brief  examination  of  this 
evidence  and  of  its  significance  for  the  problem  of  public 
ownership. 

The  Post  Office  departmental  report  consists  in  the  main  of 
a  statistical  comparison  of  postal,  telegraph,  and  telephone 
services  and  rates  in  the  United  States  and  abroad.  The 
postal  service  everywhere  is  in  the  hands  of  the  government; 
the  tel^raphs  aret  government  enterprises  in  every  important 
country  except  the  United  States;  and  the  telephones  are 
administered  as  a  part  of  the  governmental  telegraph  monop- 
oly in  ahnost  every  important  country  except  the  United 
States.  With  respect  to  postal  development  as  measured 
by  the  number  of  letters  received  per  capita  per  annumj  the 
United  States  leads  all  the  rest.     With  respect  to  telephone 

<  See  Amuud  Report  of  the  PoetuiMter  Qeneral  for  the  fieeel  year  1913. 
>  See  CongreHlonal  Beoord,  December  22, 1013,  and  January  17, 1014. 
*  Ameiieaa  Telephoiie  and  Telegraph  Company,  Commeroial  Engineer's  Ofllce, 
Ckimmerdal  BuUeiin  No.  7,  March  2,  1014. 
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development  as  measured  by  the  nimib^  of  local  calls  per 
capita,  or  by  the  number  of  instruments  m  use,  the  United 
States  leads  all  the  rest.  With  respect  to  telegraph  develop- 
ment as  measured  by  telegrams  received,  the  United  States 
is  surpassed  by  eight  other  countries,  and  by  one  of  them, 
New  Zealand,  in  the  proportion  of  eight  to  one.  From 
these  statistics  the  Postmaster  General  infers  that  private 
ownership  of  telegraphs  in  the  United  States  has  been  less 
efficient,  as  compared  with  other  countries,  than  public 
ownership  of  the  postal  service,  and  that  consequently  the 
American  people  might  expect  a  more  efficient  telegraph 
service  through  the  "  postalization "  of  the  tel^^aphs. 
Congressman  Lewis  draws  the  same  conclusion  from  similar 
statistical  evidence. 

By  another  statistical  comparison  the  Post  Office  depart- 
mental report  shows  that  the  niunber  of  telephone  calls  per 
employee  in  the  United  States  is  low  as  compared  with  many 
important  foreign  countries,  whilst  on  the  other  hand,  the 
niunber  of  pieces  of  mail  handled  per  postal  employee  in  the 
United  States  is  high  as  compared  with  foreign  countries. 
From  this  comparison  the  inference  is  drawn  that  the  tele- 
phone systems  of  the  United  States  as  well  as  the  telegraphs 
are  inefficiently  managed,  compared  with  the  governmental 
telephone  systems  of  foreign  countries,  or  with  the  postal 
system  of  the  United  States.  By  other  statistical  compari- 
sons the  Post  Office  departmental  report  indicates  that 
tel^^aph  and  telephone  rates  in  the  United  States  under 
private  ownership  are  higher  than  abroad  under  public 
ownership,  whilst  postal  rates  are  substantially  the  same. 
Consequently,  it  is  inferred  that  "  postalieatiion "  of  the 
tel^iraphs  and  telephones  in  the  United  States  would  bring 
about  lower  rates  as  well  as  a  more  extended  service  than  is 
now  the  case.  In  short,  the  Postmaster  General  concludes 
that  the  cheapest  and  most  popular  service  can  be  expected 
only  under  public  ownership.  Congressman  Lewis  draws 
the  same  conclusions. 

The  American  Telephone  and  Telegraph  Company  is 
equally  positive  in  its  assertions  to  the  contrary.     It  denies 
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that  the  institutional  inefficiency  either  of  the  American 
tel^praph  service  or  of  the  telephone  can  be  demonstrated  by 
such  statistical  comparisons  as  are  employed  by  the  Post- 
master General,  (hi  the  contrary,  it  contends,  the  institu- 
tional efficiency  of  both  services  is  ''  clearly  superior  to  that 
of  any  governmental  system."  The  low  comparative 
development  of  telegraphs  in  the  United  States,  in  its  opinion, 
is  explained  by  the ''  greater  efficiency  and  distribution  of  the 
telephone."  ^  The  greater  efficiency  of  the  American  tele- 
phone system  becomes  obvious,  in  the  opinion  of  the  tele- 
phone company,  when  one  compares  the  actual  services 
rendered  by  the  telephone  in  the  United  States,  with  those 
rendered  by  the  telephone  under  government  ownership 
abroad.  Telephone  rates,  both  local  and  long-distance,  are 
lower,  when  consideration  is  taken  of  the  differences  in  the 
character  of  the  service  and  in  the  value  of  money  in  the 
United  States  and  abroad.  In  short,  the  company  claims 
that  both  telegraph  and  telephone  rates  are  actually  lower  in 
this  country,  and  that  the  service,  considered  as  a  whole,  is 
more  widely  ejctended  than  anywhere  else  on  earth.  In  the 
few  countries  where  the  telegraph  development,  taken  alone, 
is  greater  than  in  the  United  States,  the  superior  foreign 
development  is  easily  explained  by  circimistances  which 
reflect  no  credit  on  governmental  ownership  as  compared 
with  private  ownership  in  the  United  States. 

Thus  the  controversy  over  the  comparative  merits  of 
government  and  private  ownership  becomes  a  controversy 
over  the  comparative  merits  of  government  and  private 
statistics. 

It  must  be  confessed  that  the  Postmaster  General's  statis- 
tics leave  much  to  be  desired.  Comparisons  of  the  number  of 
tel^irams  received  or  of  the  number  of  local  or  long-distance 
telephone  calls  per  capita  are  misleading,  unless  it  also  appears 
that  the  service  rendered  by  the  average  message  or  call  is 
substantially  the  same.  This  does  not  appear  from  the 
Postmaster  General's  comparison.     Ck)mparisons  of  tele- 

*  See  Annual  Report  of  the  Ametiean  Telephone  and  Telegraph  Company  for  1013, 
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graph  and  telephone  rates  likewise  depend  for  thdr  validity 
upon  proof  of  the  substantial  identity  of  the  services  for  which 
the  rates  are  charged.  Moreover,  comparisons  of  rates  are 
inconclusive;  unless  account  is  taken  of  the  comparative 
value  of  money  in  the  various  countries,  and  of  the  various 
degrees  of  profitableness  of  the  systems  compared.  If,  as  in 
fact  is  generally  the  case,  a  government  telegraph  system 
is  unprofitable,  the  amount  of  the  deficit  must  be  distributed 
over  the  traffic  in  order  to  estimate  the  true  cost  to  the  public 
of  the  service  rendered.  Statistical  comparisons  designed  to 
reveal  the  comparative  efficiency  of  different  telegraph  or 
telephone  systems  are  especially  liable  to  misinterpretation. 
A  comparison  of  the  number  of  messages  delivered  per 
employee  by  the  telegraph  administrations  of  different 
countries  may  indicate  that  those  countries  with  a  low  ratio 
of  messages  delivered  per  employee  possess  a  comparatively 
inefficient  service;  but  it  may  also  indicate  that  the  service 
is  comparatively  widespread.  A  wide  extension  of  an 
efficient  service  into  places  with  comparatively  little  traffic  — 
a  highly  commendable  situation,  one  would  tiiink — will 
3deld  a  low  ratio  just  as  the  maintenance  of  an  inefficient  ser-* 
vice  exclusively  in  the  larger  business  centers  will  yield  a 
high  ratio. 

These  criticisms  of  the  Postmaster  General's  statistics  do 
not  warrant  one's  jumping  to  the  conclusion  that  his  figures, 
revised  in  the  light  dl  fuller  and  more  exact  information, 
would  prove  the  superiority  of  private  ownership.  So  far 
as  concerns  the  Postmaster  General's  case  for  public  own^^* 
ship,  they  warrant  nothing  more  *than  the  bringing  in  of  a 
Scotch  verdict,  not  proven.  A  judicious  man,  like  the  author 
of  the  telephone  company's  Commercial  Bulletin  No.  7,  will 
use  statistics,  not  for  the  purpose  of  proving  much  by  them, 
but  to  save  himself  from  having  unproved  conclusions  foisted 
upon  him  by  others. 

The  objection  to  the  statistical  evidence  presented  in  the 
Post  Office  departmental  reports  is  not  the  difficulty  of 
drawing  from  it  some  valid  and  trustworthy  conclusions,  — 
tho  that  difficulty  is  real  enough.    The  serious  objection  lies 
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in  the  fact  that  such  statistical  comparisoDS  are  likely  to 
prove  altogether  too  much.  A  comparison,  for  example,  of 
telephone  development  in  Iowa  with  that  in  Mississippi  will 
famish  the  same  evidence  of  disparity  with  respect  to  effi- 
ciency as  is  afforded  by  the  Postmaster  General's  compari- 
flons  in  the  case  of  the  United  States  as  a  whole  and  Eiurope.^ 
In  the  cotton  belt,  however,  private  enterprise  has  enjoyed  the 
same  freedom  as  in  the  com  belt.  If  the  development  of  the 
so^oe  in  the  former  has  lagged  behind  that  in  the  latter, 
the  explanation  must  be  sought  in  circumstances  wholly 
unrelated  to  the  question  of  government  versus  private 
ownership.  In  fact,  the  physical,  economic,  and  social 
conditions  are  very  different  in  Iowa  from  ^^lat  they  are  in 
Mississippi,  and  differences  in  the  development  of  the  means 
of  communication  inevitably  ensue.  This  is  true,  not  only  of 
the  tel^raph  and  telephone,  but  of  all  the  means  of  communi- 
cation, and,  indeed,  of  labornsaving  devices  generally.  One 
would  expect  to  find  in  Iowa,  not  only  more  telephones  than 
in  Mississippi,  but  also  more  automobiles,  type-writers, 
caah-registers,  steam  shovels,  and  fountain-pens.  The  same 
holds  of  a  comparison  between  the  United  States  as  a  whole 
and  Europe.  The  question  of  government  versus  private 
ownership  certainly  has  little  relation  to  these  differences. 

The  Postmaster  General,  in  his  attempt  to  prove  the 
desirability  of  the  '' postalization "  of  the  tel^praphs  and 
telephones,  has  barked  up  the  wrong  tree.  The  American 
pfabUc  will  never  be  convinced  of  the  superiority  of  govern- 
ment ownership  by  statistical  comparisons.  Whether  or 
not  government  ownership  will  ''pay"  in  this  country, 
depends  partly  upon  the  price  which  must  be  given  in  order 
to  acquire  the  existing  telegraph  and  telephone  properties, 
but  in  the  long  run  mainly  upon  the  character  of  the  organiza- 
tion which  will  be  provided  under  government  ownership  for 
Uie  conduct  of  the  business.  The  Postmaster  General  who 
would  win  the  confidence  of  the  public  for  a  proposal  to 
''  poetalice  "  the  telegraph  and  telephone,  must  produce,  not 
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statistics,  but  a  plan  for  the  conduct  of  the  business,  which 
will  hold  out  the  promise  of  more  economical  and  more 
efficient  operation  than  is  now  the  case.  The  Post  Office 
departmental  report  contains  no  intimation  of  the  present 
existence  of  such  a  plan;  nor,  on  the  other  hand,  does  the 
telephone  company's  Bulletin  furnish  grounds  for  the  pre- 
sumption that  such  a  plan  could  not  be  devised. 

A.   N.   HOLCOMBE. 
EEaBTABD   UNIYEBSrTT. 


THE  DEVELOPMENT  OF   ALASKA   BY  GOVEKN- 
MENT  RAILROADS 

The  recent  act  (March  12, 1914)  authorizing  the  President 
to  construct  a  thousand  miles  of  railroad  in  Alaska  has  again 
directed  public  attention  to  this  little-known  and,  therefore, 
much  misunderstood  and  much  neglected  Territory.  Alaska 
has  been  pictured,  on  the  one  hand,  as  a  barren  polar  waste 
valuable  only  to  the  gold  and  fur  seeker,  and,  on  the  other, 
as  a  veritable  eden  with  almost  unlimited  resources.  Hence 
there  has  been  much  confusion  of  counsel  as  to  our  proper 
attitude  toward  it. 

In  spite  of  many  legislative  errors  of  omission  and  com- 
mission this  northern  colony  has  prospered.  Its  population 
of  sixty-four  thousand  souls,  less  than  forty  thousand  of 
whom  are  whites,  purchased  in  1913  domestic  goods  to  the 
value  of  $21,097,000  together  with  some  half  a  million  dollars 
of  foreign  imports.  They  sent  in  return  minerals  and  fishery 
products,  aggregating  over  $36,000,000.  In  the  forty-five 
years  since  its  acquisition  Alaska  has  produced  minerals, 
including  gold,  copper,  silver,  and  marble  worth  $250,000,000, 
fish  to  the  value  of  $163,000,000,  and  these,  with  furs  and  the 
like,  have  brought  the  total  value  of  the  exports  to  half  a 
billion  dollars.     The  United  States  has  expended  for  Alaska, 
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inoluding  federal  courts,  Territorial  officials,  roads,  as  well  as 
the  original  purchase  price,  about  $38,000,000,  and  has  re- 
ceived in  cash  from  seal  islands,  customs,  public  lands,  direct 
taxes  about  $18,000,000. 

Alaska's  industrial  progress,  unlike  that  of  most  new  lands, 
has  been  made  with  but  little  government  aid  to  the  improve- 
ment of  means  of  communication.  A  coast  line  exceeding 
22,000  miles  in  length  is  but  inadequately  charted  and  but  ill 
provided  with  aids  to  navigation.  Cable  lines  and  radio 
stations  are,  indeed,  better  provided.  Government  aid  to 
inland  communication  consists  of  less  than  1,000  miles  of 
wagon  roads  and  half  as  much  again  of  trails,  a  partially 
completed  canal  for  river  steamers  near  St.  Michael's  Island, 
about  850  miles  of  telegraph  lines,  and  five  radio  stations, 
together  with  surveys  of  the  principal  routes  of  travel.  Be 
it  remembered  that  up  to  1912  Alaska  was  a  district  without 
any  local  government  except  in  the  incorporated  towns,  and 
hence  perforce  had  to  rely  for  assistance  on  the  federal  govern- 
ment. 

Under  these  conditions  but  little  industrial  progress  could 
have  been  made  were  it  not  for  the  fact  that  the  physical 
features  of  Alaska  favor  transportation.  Its  southerly  sea- 
board, presenting  a  front  of  over  2,400  miles  to  the  Pacific, 
abounds  in  good  natural  harbors,  and  all  these,  except  the 
head  of  Cook  Inlet,  are  ice-free  throughout  the  year.  A 
series  of  high  ranges  skirting  the  Pacific,  indeed,  forms  a 
serious  barrier  to  inland  travel,  but  these  mountains  are 
broken  by  several  transverse  valleys  and  passes  giving  access 
to  the  interior.  Beyond  this  mountain  system  is  an  area  of 
lesser  relief,  a  rolling  upland  with  many  broad  valleys,  offer- 
ing no  physical  obstacles  to  lines  of  communication.  This 
inland  province  is  drained  to  Bering  Sea  by  the  great  Yukon 
and  Euskokwin  rivers  which,  with  their  tributaries,  afford 
some  five  thousand  miles  of  water  navigable  to  river  steamers. 
The  northern  part  of  Bering  Sea  is,  however,  closed  by  ice 
from  November  to  June,  and  the  rivers  are  frozen  from  Octo- 
ber to  June;  hence  this  route  of  oommunication  is  available 
less  than  one-third  of  the  year. 
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To  reach  Fairbanks,  the  industrial  center  of  the  Yukon 
basin,  by  the  usual  freight  route,  an  ocean  journey  of  2,700 
miles  and  an  upstream  steamboat  trip  of  1,200  miles  is  neces- 
sary. This  transportation  has  to  be  crowded  into  three 
sununer  months,  and  the  freight  is  from  a  month  to  six  weeks 
in  transit.  Transportation  charges  are  necessarily  high  and, 
in  fact,  are  almost  prohibitive  to  any  industry  except  that  of 
recovering  placer  gold  from  very  rich  deposits.  Moreover, 
the  cost  of  this  water  transportation  is  for  many  mining 
enterprises  but  part  of  the  charge,  for  it  is  often  exceeded 
by  the  cost  of  land  transportation  from  head  of  steamboat 
navigation.  It  is  not  uncommon  to  find  mining  carried  on 
where  the  transportation  charge  on  all  supplies  and  equipment 
exceeds  $400  a  ton.  It  has  been  estimated  ^  that  the  trans- 
portation charge  in  1909  for  every  white  man,  woman,  and 
child  living  in  the  placer  districts  of  Alaska  was  about  $350 
and  that  the  total  was  about  equal  to  half  the  value  of  the 
entire  gold  output  of  the  year  —  the  only  product  exported 
except  a  few  furs.  Freight  rates  are,  however,  somewhat 
lower  at  present. 

Most  of  the  improvement  in  means  of  communication  is 
due  entirely  to  private  enterprise.  Ocean  and  river  steam- 
ship service  needs  no  special  description.  Telephone  lines 
have  been  built  in  all  the  important  mining  districts.  Some 
wagon  road  and  trail  construction  is  also  to  be  credited  to 
private  imitation  or  community  effort.  Above  all,  some  466 
miles  of  railroad  have  been  built.  The  history  of  railroad 
construction  here  needs  special  consideration. 

It  was  the  Klondike  gold  discovery  of  1896  that  gave  the 
first  impetus  to  railway  construction  in  Alaska.  The  horde 
of  gold  seekers  that  swarmed  through  the  passes  of  the  Coast 
Range  in  1897  and  1898  transported  their  supplies  by  sleds 
and  on  their  backs.  It  is  estimated  that  by  this  primitive 
means  upwards  of  30,000  tons  of  freight  were  carried  inland, 
at  a  cost,  allowing  fair  wages  for  the  labor,  of  probably 
$15,000,000  to  $16,000,000.      About  an  equal  amount  of 

^  Brookfl,  Alfnd  H.,  The  mining  industiy  (Alftdca),  1909,  U.  S.  Geol.  Survey  BuIL, 
442.  pp.  2^27.  1910. 
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freight  was  sent  into  the  interior  l^  steamers  up  the  Yukon. 
These  conditions  and  the  world-wide  excitement  caused  by 
the  Klondike  stampede  naturally  led  to  plans  for  railways. 
While  many  lines  were  considered,  the  plan  took  most  con- 
crete form  along  the  routes  traveled  by  most  of  the  gold 
seekers  from  head  of  Lynn  Canal  to  navigable  waters  on  the 
Yukon.  Ther^ore,  in  1898,  a  raihroad  route  was  surveyed 
from  Skagway  to  the  Yukon  over  the  White  Pass.  This 
line,  the  White  Pass  and  Yukon,  only  twenty  miles  of  which 
is  in  Alaska,  followed  the  natural  law  of  all  pioneer  railroads, 
that  is,  to  connect  routes  of  water  transportation.  Con- 
struction on  the  White  Pass  route  was  carried  on  rapidly,  so 
that  by  1899  it  had  already  crossed  the  siunmit  of  White  Pass, 
20  miles  from  the  coast,  and  almost  as  soon  as  any  track  was 
laid  did  a  lucrative  business  in  handling  freight  and  pas- 
sengers. By  1901,  110  miles  of  this  narrow  gauge  railroad 
had  been  completed,  and  this,  in  connection  with  steamboat 
service  on  the  Yukon,  formed  a  through  route  of  communica- 
tion with  the  interior.  This  is  still  the  only  railroad  com- 
munication with  the  Yukon. 

Meanwhile,  many  other  railroads  had  been  projected, 
among  which  were  several  lines  from  Valdez,  the  most 
northerly  open  port  on  the  Pacific,  and  one  from  Seward,  a 
harbor  140  miles  to  the  southwest.  Most  of  these  were 
planned  as  trunk  lines  into  the  interior.  Construction  b^an 
on  Seward  line  in  1902,  and  about  the  same  time  work  was 
begun  on  one  or  more  lines  from  Valdez.  An  ineffectual 
attempt  was  made  in  1906  to  obtidn  legislation  at  Washington 
for  exclusive  rights,  grants,  and  subsidies.  The  only  action 
by  Congress  on  Alaska  railroads  was  the  act  of  1898,  grant- 
ing rights  of  way,  and  one  of  1900,  imposing  an  annual  tax 
of  $100  a  mile  on  all  operating  raihroads. 

About  this  time  a  strong  aggregation  of  capital  took  hold 
of  one  of  the  Valdez  railroad  projects,  but  later  abandoned 
this  route  for  Eatalla,  lying  east  of  the  mouth  of  the  Copper, 
where  a  harbor  had  to  be  constructed.  A  year  later,  this  too 
was  abandoned,  and  a  terminal  at  Cordova,  on  the  east  side 
of  Prince  William  Sound,  was  chosen  and  a  railroad  projected 
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up  the  Copper  Valley  under  the  name  Copper  River  &  North- 
western. This  line,  which  is  standard  gauge,  was  completed 
to  the  Bonanza  copper  mine,  198  miles  from  the  coast,  in 
1911,  and  is  so  located  as  to  serve  an  extensive  copper-bearing 
district.  At  Chitina,  132  miles  from  the  coast,  the  line  bends 
to  the  eastward,  leaving  the  main  route  into  the  interior. 
Near  mile  38  it  passes  within  forty  miles  of  the  Bering  River 
coal  field. 

The  Alaska  Northern  Railroad,  the  other  standard  gauge 
line  projected  as  a  trans-Alaska  route,  was  completed  from 
Seward  to  mile  71  in  1907,  went  into  bankruptcy  without 
having  reached  its  immediate  objective  point,  the  Matanuska 
coal  field,  115  miles  beyond  its  present  terminus. 

In  addition  to  these,  several  small  railroads  have  been 
built  to  serve  local  needs.  The  longest  of  these  is  the  Tanana 
Valley  Railroad,  narrow  gauge,  and  45  miles  in  length,  which 
serves  the  Fcurbanks  gold  district.  In  all,  466  miles  of  rail- 
road have  been  built,  but  these  are  distributed  through  nine 
different  systems.  In  1913,  266  miles  of  this  total  trackage 
were  operated  as  common  carriers  and  all  of  these  probably 
without  profit  and  in  most  cases  at  an  actual  loss. 

The  outlook  for  the  future  is  by  no  means  as  discouraging 
as  the  above  facts  would  seem  to  indicate.  Most  of  the 
rculroads  above  described  are  but  incomplete  stubs  that  have 
not  reached  the  possible  sources  of  traffic.  Moreover,  unlike 
the  pioneer  railroads  of  nearly  all  new  lands,  those  of  Alaska 
have  met  with  taxes  instead  of  subsidies  and  land  grants, 
stringent  regulations  instead  of  encouragement.  The  annual 
tax  of  $100  a  mile  is  much  less  than  the  lowest  in  the  States, 
but  a  serious  matter  for  a  pioneer  line  with  heavy  expenses 
and  small  traffic.  There  is  also  the  warehouse  tax  of  ten  cents 
a  ton  on  all  freight,  which  is  at  least  an  additional  discourage- 
ment. Probably  all  Alaska  railroad  corporations  would 
welcome  conditions  by  which  they  would  be  subject  to  the 
general  corporation  tax  on  net  profits. 

More  serious  than  the  taxes  is  the  question  of  coal.  As  the 
coal  land  controversy  has  not  yet  been  settled,  no  coal  has 
been  mined,  which  has  forced  the  railroads  to  import  Cana- 
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dian  coal  at  high  ooet,  and  they  have  also  failed  to  obtain  the 
coal  tonnage  on  which  their  projectors  had  counted.  Mean- 
while, the  general  use  of  fuel  oil  on  the  Pacific  has  so  greatly 
curtailed  the  market  for  Alaska  coal  that  even  were  the  fields 
now  open  the  tonnage  of  coal  would  not  be  as  great  as  was 
reasonably  expected  ten  years  ago  when  these  railways  were 
first  projected. 

The  above  reasons  will  account  for  the  fact  that,  up  to  the 
present  time,  railroad  construction  in  Alaska  has  not  been  a 
financial  success.  If  the  projects  were  considered  in  detail, 
reasons  for  some  failure  might  be  found  in  matters  of  policy 
and  management,  but  these,  of  course,  go  beyond  the  purpose 
of  this  writing.  It  then  becomes  pertinent  to  inquire  whether 
there  is  any  economic  justification  for  further  railway  build- 
ing. 

The  statement  has  frequently  been  made  that  Alaska  is  an 
unknown  land,  and  that  the  great  resources  used  as  an  argu- 
ment for  railway  construction  are  largely  figments  of  the 
imagination.  Such  statements  are  not  based  on  fact.  For 
a  generation  the  prospector  has  searched  the  wilds  of  Alaska 
for  mineral  wealth  and  has  met  with  substantial  reward. 
For  half  that  time  the  federal  government  has  investigated 
the  mineral  resources  of  the  Territory.  Today  the  mining 
industry  of  Alaska  gives  employment  to  upwards  of  ten 
thousand  men. 

Alaska  coal  fields  are  undeveloped,  but  that  is  not  due  to 
lack  of  either  quality  or  quantity  of  fuel.  The  high-grade 
steaming  and  coking  coals  of  the  Territory  are  imequalled  by 
any  on  the  Pacific  slope  of  the  continent.  Some  of  them  are, 
indeed,  badly  crushed  and  expensive  to  mine,  yet  even  these 
will  and  must  be  drawn  upon  for  the  needs  of  the  rapidly 
growing  population  of  the  west  coast  states.  The  most 
conservative  estimate  made  of  these  high-grade  coals  indicates 
a  billion  tons  of  available  fuel.  There  are  also  in  Alaska 
enormous  deposits  of  lignitic  coal  valuable  for  local  use. 

Besides  those  on  the  coast  i^ere  are  at  least  two  important 
inland  copper  districts,  from  one  of  which  commercial  ship- 
ments have  been  made.    Copper  has  also  been  found  in  other 
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inland  districts.  There  are,  of  course,  no  data  upon  which 
any  quantitative  estimates  of  the  amount  of  copper  can  be 
made. 

Auriferous  mineralization  is  widely  distributed  over  Alaska, 
indeed  occurring  in  an  area  comparable  in  size  to  any  gold- 
bearing  region  of  the  continent.  While  the  richest  of  the 
known  placers  approach  exhaustion,  there  are  still  enormous 
deposits  of  gold-bearing  gravel  that  need  but  cheaper  trans- 
portation to  throw  them  open  to  profitable  exploitation. 
Auriferous  lode  deposits  are  also  widely  distributed. 

Iron  ores  have  been  found  in  the  coastal  region,  but  axe 
little  known.  It  is  not  impossible  that  these,  with  the  nearby 
coking  coals,  may  lead  to  a  smelting  industry.  Of  other 
mineral  wealth  it  is  not  necessary  to  speak  except  to  mention 
the  fact  that  silver,  lead,  petroleum,  marble,  gypsum,  and  tin 
have  been  produced  in  commercial  quantities. 

No  fact  in  regard  to  Alaska  has  met  with  greater  incredu- 
lity than  has  the  statement  of  extensive  areas  of  agricultural 
land  within  the  Territory.  The  evidence  of  cattle-raising 
in  southwestern  Alaska  since  the  Russian  days,  the  many 
prosperous  ranches  in  the  Tanana  Valley,  the  repeated 
wintering  of  stock  without  feeding  in  the  upper  Yukon  Valley, 
and  above  all  the  eighteen  years  of  agricultural  experimenta- 
tion on  the  part  of  the  government  in  the  Territory  have  been 
ignored.  The  frozen  subsoil,  cold  winters,  and  the  lati- 
tudinal position  of  the  Territory  have  been  cited  as  conclusive 
arguments  against  all  kinds  of  agricultiu'e.  Such  arguments 
ignore  the  fact  that  the  same  conditions  prevail  and  have 
been  successfully  met  in  other  parts  of  the  world. 

The  fact  is  that  the  hardier  grains,  potatoes,  vegetables,  and 
hay  have  been  successfully  raised  in  many  parts  of  the  inland 
r^on.  There  are  also  luxuriant  summer  pastures  in  Alaska; 
but  the  winter  pastures  are  limited  to  the  upper  Yukon  basin. 
It  is  conservative  to  estimate  the  agricultural  areas  at  30,000 
square  miles,  about  two-thirds  of  which  would  be  tributary 
to  the  proposed  railroads,  and  in  addition  to  the  areas  of 
pasture.  It  is  not  impossible  that  Alaska  will  eventually  be 
drawn  upon  for  a  food  supply  for  other  lands,  but  this  only 
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when  increasing  population  has  utilized  the  more  fertile  parts 
of  the  earth's  surface.  Meanwhile,  given  transportation, 
Alaska  can  and  will  supply  an  important  part  of  the  food  of 
its  own  population  that  will  for  the  present  be  attracted  by 
the  mineral  wealth  and  fisheries. 

The  tremendous  area  of  reindeer  pastures,  sufficient  for 
millions  of  animals,  is  also  a  latent  source  of  food  not  to  be 
ignored.  How  soon  it  may  be  necessary  to  draw  on  this  can- 
not be  forecast,  but  that  these  northern  timdras  must  even- 
tually be  utilized  as  a  source  of  meat  cannot  be  doubted. 

Of  conunercial  timber  there  is  little  in  Alaska.  The  inland 
woodlands  will  furnish  some  structural  material,  but  the  best 
of  it  is  but  of  an  inferior  grade.  At  present,  in  the  absence 
of  any  use  of  the  abundant  supply  of  lignitic  coal  the  scant 
forests  are  being  rapidly  devastated  for  use  as  fuel.  In  south- 
east Alaska  coast  r^on  there  is  some  excellent  timber  and  a 
larger  supply  of  pulp  wood. 

The  fisheries  are,  of  course,  not  a  prospective  source  of  rail- 
road tonnage.  They  will,  however,  attract  a  population, 
increase  the  local  market  for  food  stuffs  and  mineral  fuels,  and 
above  all  cheapen  ocean  freight  rates  by  giving  a  return 
cargo  for  north-bound  vessels. 

To  summarize  the  resources:  Alaska  contains  abundant 
mineral  wealth  and  large  areas  of  lands  that  can  now  be 
utilized  for  agriculture  and  grazing  to  supply  a  local  market. 
Its  reindeer  pastures  are  a  prospective  source  of  food.  Com- 
mercial timber  and  pulp  wood  occiu*  only  on  the  coast.  The 
fisheries  are  one  of  the  most  valuable  assets  but  affect  rail- 
road building  only  indirectly. 

Alaska  has  so  often  been  pictured  as  a  polar  region  that  a 
word  about  climate  seems  necessary.  Polar  climatic  condi- 
tions prevail  only  in  the  northern  third  of  the  territory  and 
this  region  does  not  enter  into  the  present  discussion.  The 
climate  of  Pacific  Seaboard  is  temperate,  while  that  of  the 
inland  region  is  specially  healthful.  Only  on  the  seaward 
slope  of  the  coastal  mountains  is  the  snowfall  heavy  enough 
to  impede  railroad  traffic.  The  extreme  cold  which  prevails 
in  winter  beyond  the  coastal  mountains  is  no  more  severe 
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than  in  many  populated  r^ons  of  the  globe,  and  will  be  no 
barrier  to  permanent  settlement  by  the  white  race. 

The  above  generalization  on  resources,  while  bearing  on 
the  matter  of  railroad  construction,  does  not  answer  the 
important  question  of  visible  tonnage.  This  matter  was 
carefully  considered  by  the  Alaska  Railroad  Commission.^ 
Its  reconmiendations  of  a  road  to  Fairbanks,  and  estimates 
of  operation  costs,  are  based  on  a  traffic  of  only  45,000  tons, 
which  is  less  than  twice  the  average  tonnage  of  five  years. 
No  account  was  taken  of  any  possible  outgoing  freight,  and 
the  local  freight,  including  coal,  was  estimated  on  a  very 
conservative  basis.  Similar  conservative  estimates  were 
used  in  regard  to  traffic  over  the  other  railroads  reconmiended 
by  the  Commission.  Experience  has  shown  that  the  pas- 
senger traffic  on  Alaskan  railroads  is  all  out  of  proportion  to 
freight  movement,  so  that  more  liberal  estimates  were  made 
of  the  income  from  this  source.  It  was  estimated  that  on  a 
basis  of  a  charge  of  dx  cents  per  passenger  mile,  and  freight 
at  5.49  cents  per  ton  mile,  with  money  for  construction  at 
three  per  cent,  the  road  to  Fairbanks  would  pay  operating 
expenses  on  the  basis  of  the  above  traffic.^  It  will  not  be 
necessary  to  analyze  the  report  of  the  Commission  further, 
as  this  will  indicate  that  even  using  the  most  conservative 
estimate  of  traffic  the  railroad  should  be  operated  without  loss. 
If,  however,  the  roads  were  financed  by  private  capital,  calling 
for  at  least  6  per  cent  interest,  expenses  could  only  be  met  by 
so  high  a  freight  rate  as  to  prohibit  any  large  conmiercial 
development.  This  will  indicate  why  Government  aid  is 
required  for  a  trans-Alaskan  railroad. 

But  little  of  Alaska  land  has  passed  into  private  ownership, 
hence  a  policy  is  justified  which  is  based  on  the  fact  that  the 
Government  is  a  great  land  holder  in  the  Territory.  Under 
the  old  policy,  now  happily  abandoned,  these  lands  would 
in  part  have  been  granted  to  private  corporations  which,  by 

1  Raflway  Routes  in  Alaska,  Doo.  No.  1840,  House  of  Bap.,  0ad  Gongms,  3d  Ses- 
flfon.     Parts  I  and  H,  Washincton,  1013. 

t  The  Commission  recommended  738  miles  of  railroad  and  estimated  the  cost  of 
eonstniotion  and  equipment  at  $48,440  a  mile.  -The  estimated  cost  of  the  cheapest 
line  reoommended  is  $42,500  a  mile  and  of  the  most  ezpensiTe  $52,300. 
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railway  construction,  in  turn  would  nxake  the  latent  wealth 
of  these  and  others  available.  This  policy  having  been 
abandoned,  the  only  alternative  is  for  the  government  to 
furnish  the  transportation.  Without  railways  the  land  is 
valueless;  with  them  it  becomes  an  asset  of  importance. 
It  was  probably  these  more  purely  commercial  considerations, 
as  much  as  the  opportimity  to  furnish  a  new  field  of  activity 
to  our  people,  that  led  to  the  enactment  of  the  law  providing 
for  government  rsdlroads  in  Alaska.  A  further  argument  lies 
in  the  general  acceptance  of  the  principle  of  leasing  the 
mineral  fuels  in  the  public  lands  rather  than  selling  them. 
A  government  railroad  is  ahnost  a  necessary  corollary  of 
leasing  mineral  lands  in  an  undeveloped  field. 

To  turn  to  the  act  itself.^  It  provides,  essentially,  for  a 
railroad  or  railroads  in  Alaska,  not  exceeding  1,000  miles,  to 
connect  open  ports  on  the  Pacific  with  the  inland  waterways, 
and  coal  fields  over  such  route  or  routes  as  the  President  may 
choose.  The  proposed  railroad  or  railroads  may  be  leased 
for  a  term  not  exceeding  twenty  years,  or  may  be  operated  by 
the  government  as  common  carriers.  Existing  railroads 
that  connect  with  the  proposed  line  may  be  either  purchased 
by  condemnation,  at  a  price  not  exceeding  their  actual 
physical  value,  or  traflBic  agreements  may  be  made  with  such 
lines.  Unlimited  authority  is  given  the  President  as  to  the 
organization  of  the  work.  He  may  detail  officers  from  the 
Engineer  Corps  of  the  Army  or  Navy  to  the  work,  or  carry 
it  on  solely  by  civilians.  The  Panama  Canal  equipment  may 
be  utilized  so  far  as  is  desirable.  Provision  is  made  for 
reserving  rights  of  way  through  all  lands  to  which  patents 
are  in  futiu'e  granted.  The  President  is  also  authorized  to 
withdraw  and  dispose  of,  imder  such  methods  as  he  may  see 
fit,  lands  useful  for  town  sites  along  the  routes  of  the  railroads. 
The  cost  is  not  to  exceed  $35,000,000,  and  $1,000,000  is 
appropriated  to  b^n  the  work.  A  separate  account  is  to 
be  kept  in  the  Treasmy  of  all  receipts  from  the  proposed 
railroads  as  well  as  of  sale  of  public  lands  and  minerak. 

>  An  aet  to  anthorise  the  Piresident  of  the  United  States  to  locate,  eonstniot,  and 
operate  railroads  in  Alaska,  and  for  other  purposes;  approved  March  13, 1014. 
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Congress  has  recognised  by  the  wording  of  this  act  that  if 
the  government  is  to  enter  upon  the  new  field  of  railway 
construction  and  operation,  there  can  be  no  hope  of  success 
unless  the  details  of  working  out  the  plan  of  organisation  and 
execution  is  left  to  the  Ebcecutive.  The  plan  of  making  the 
latent  wealth  of  this  great  territory  available  to  the  people 
is  one  of  broad  statesmanship.  The  act  itself  leaves  little  to 
be  desired. 

Alfred  H.  Bbookb. 

U.  S.  QaObOOIOAL  SUBTBT,  WAgmHCftOK,  D.  C. 
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RAILROAD  OVER-CAPITALIZATION 

SUMMARY 

Over-capitalisation  in  (1)  construction,  602.  —  (2)  Replacement  of 
property  as  inviting  stock-watering,  602.  —  Incompetence  or  fraud,  603. 

—  The  Rock  Island  and  Boston  A  Maine  affairs,  604.  —  (3)  Division 
of  an  accumulated  surplus,  606.  —  Indirect  devices  therefor,  607.  — 
Magnitude  of  railway  surpluses,  608.  —  Equitable  interest  of  the  public 
therein,  609.  —  The  opposing  views  stated,  610.  —  The  just  intermedi- 
ate opinion,  611.  —  The  Massachusetts  gas  companies,  613.  —  Difficult 
to  apply  in  practice,  614.  —  (4)  Refunding  as  a  concomitant  of  inflation, 
616.  —  (5)  Stock-watering  incidental  to  consolidation,  617.  —  Financial 
advantage  of  mergers,  618.  — The  New  Haven  collapse,  619.  —  Connec- 
ticut trolley  finance,  620.  —  The  Rhode  Island  companies,  621.  —  The 
Boston  &  Maine  road  and  the  Westchester  Co.,  622.  —  (6)  Reorganiza- 
tion and  stock-watering,  624.  —  The  Third  Avenue  Railroad  case,  626. 

—  Conclusion,  628. 

OvER-CAPiTALiZATiONy  which  may  be  defined  as  an 
excessive  issue  of  securities  in  proportion  to  the  physical 
assets,  seems  to  be  associated  dynamically  with  six 
phases  of  railroad  finance.  In  other  words,  no  fewer 
than  six  particular  occasions  present  themselves  as 
opportime  for  inflation  of  capital  issues.  These  arise: 
in  connection  with  construction;  through  replacement 
of  property;  by  division  of  accumulated  surplus;  as  a 
concomitant  of  refunding;  as  an  incident  of  consolidar 
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tion;  and,  finally,  as  a  feature  of  financial  reorganiza- 
tion. The  provision  of  entirely  new  capital  directly 
affords  opportunity,  of  course,  for  an  undue  issuance  of 
shares  or  bonds.  But  this  subject  is  so  extended  in  its 
ramifications  as  to  require  treatment  by  itself.  With 
this  exception,  it  is  believed  that  the  above-stated 
scheme  of  classification  comprehends  practically  all 
phases  of  over-capitalization. 

(1)  The  importance  of  construction  as  inviting  an 
over-issuance  of  securities  is  emphasized  by  the  proposi- 
tion pending  in  Congress  to  so  enlarge  the  jurisdiction 
of  the  Interstate  Commerce  Commission  as  to  include 
all  operations  and  accoimts  of  construction  companies 
along  with  operating  railroads.  The  need  of  wider 
authority  has  been  brought  to  public  attention  by  a 
niunber  of  recent  scandals,  particularly  those  of  the  St. 
Paul  Pacific  coast  (Puget  Soimd)  extension  and  of  the 
St.  Louis  and  San  Francisco.^  A  large  body  of  expe- 
rience, dating  from  the  earliest  days  of  railroading,  has 
clearly  proven  the  imminence  of  financial  excess  in  this 
connection.  The  persistence  of  these  practices  is  well 
exemplified  also,  altho  on  a  small  scale,  in^a  number  of 
recent  cases  before  the  state  railroad  conmiissions.' 

(2)  The  capitalization  of  expenditures  for  replace- 
ment of  property  which  ought  to  have  been  paid  for 
from  income  is  probably  one  of  the  most  conmion  cor- 
porate errors  of  the  time.^  Improper  manipulation  of 
betterment  and  maintenance  accounts  leads  readily  and 
inmiediately  to  the  augmentation  of  capitalization  with- 

>  These  and  a  number  of  others  an  diMuased  in  exfoiiw  by  the  author  Ia  the  Railwmy 
Afle  Gaaette.  vol.  Ivi.  1914.  pp.  1177  and  1225. 

•  Nebraska  Railway  Commiswion,  6ih  Ann.  Rep.,  1018,  p.  255;  and  P.  8.  C,  Mis- 
souri, vol.  i,  1013,  p.  141. 

>  a.  P.  8.  C,  New  York,  2d  D.,  1010,  vol.  I,  p.  132. 
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out  a  corresponding  investment  of  new  funds.  The 
intricacy  of  the  subject  is  manifested  by  the  case  of 
the  Kansas  City  Southern  before  the  Supreme  Court  of 
the  United  States  in  1913.^  The  company  desired  to 
pay  for  the  entire  cost  of  a  much  better  re-location  of  a 
part  of  its  main  line  from  the  proceeds  of  a  bond  issue, 
without  any  deduction  whatsoever  for  the  cost  or  value 
of  the  old  bit  of  line  which  was  abandoned.  This  was 
defended  on  the  ground  that  operating  expenses  would 
be  so  substantially  reduced  in  consequence  of  the  re- 
location as  to  fully  support  the  enhanced  interest 
charges.  Both  the  Interstate  Commerce  Commission 
and  the  Supreme  Court  held,  however,  that  such  action 
amounted  virtually  to  the  payment  of  dividends  from 
capital.  For,  the  argument  continued,  all  dividends  or 
interest  upon  the  securities  originally  issued  to  pay  for 
the  old  line,  if  continued,  evidently  imposed  two  bur- 
dens upon  present  earnings;  those,  namely,  associated 
both  with  the  original  and  with  the  new  investment. 
The  government  also  made  the  valid  plea  that  it  was 
really  the  first  investment  which  alone  made  the  second 
one  possible.  This  the  company  denied,  alleging  that 
the  reduced  operating  expenses  would  fully  offset  the 
larger  fixed  charges.^ 

The  boundary  line  is  indeed  vague  between  mere  neg- 
lect to  differentiate  income  from  capital,  and  downright 
deception  of  others  in  this  regard.  Expenditures  may 
be  capitalized,  not  for  real  betterments,  but  for  pre- 
tended ones  which  ought  to  be  paid  for  from  earnings. 

1  231  U.  8.  428. 

s  Cf.  Ripley,  lUflroads:  Rates  and  Regulation,  p.  67.  In  this  connection  an  in- 
genious argunoent  against  the  American  practice  of  charging  betterments  to  income 
account  may  be  mentioned.  It  is  to  the  effect  that  capital  outlay  is  at  least  subject  to  a 
greater  degree  of  publicity  than  revenue  ezpendituie;  and  consequently  that  deoepttire 
or  speculative  action  is  more  likely  to  be  thwarted.  The  argument  naturally  has  no 
force  under  our  present  American  rtgime  of  govemmentally  standardised  accounting. 
See  MeDennott,  Railways. 
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Real  improvements  may  be  paid  for  in  excess  of  their 
actual  value.  Or,  even  worse,  current  expenses  in  the 
form  of  bills  payable,  wages  and  supplies  may  be  met 
by  issues  of  interest-bearing  script.  Floating  debt  may 
be  allowed  to  accimiulate  in  paying  current  expenses, 
while  dividends  which  ought  to  have  been  cut  off  con- 
tinue to  be  paid;  and  then  this  floating  debt  may  be 
refimded  into  permanent  securities.  Is  it  not  clear 
that  in  each  instance,  capitalization  is  expanded  unduly 
in  proportion  to  the  actual  worth  of  the  property  ? 
Such  things  are  usually  done  so  as  to  disguise  the  facts. 
But  however  details  may  vary,  the  principle  is  fimda- 
mentally  the  same.  The  resources  of  the  future  are 
improperly  exhausted  for  the  benefit  of  the  present. 

Failure  to  charge  replacement  outgo  to  income  rather 
than  capital  account  has  accompanied  recently  the 
financial  distress  of  two  important  roads.  Both  affairs 
were  deceptive  in  the  extreme,  —  on  the  Rock  Island 
wilfully  and  perhaps  even  fraudulently  so,  while  on  the 
Boston  &  Maine  the  mistaken  policy  seems  to  have  been 
due  rather  to  ignorance,  neglect  or  inefficiency.  The 
facts  as  to  the  Rock  Island  were  brought  to  light  in  1914 
in  connection  with  reorganization  proceedings.  After 
the  management  had  issued  a  highly  encouraging  state- 
ment indicating  a  liberal  upkeep  of  roadbed  and  equip- 
ment for  1913,  an  expert  investigated  the  matter  from 
another  angle  for  the  bondholders.^  He  reported  a  cor- 
porate starvation  policy  so  extreme  that  about  20,000, 
—  that  is  to  say,  one-half, — of  the  company's  freight 
cars  were  worn  out  and  should  be  retired  at  a  cost  for 
replacement  of  $15,000,000;  also  that  inadequate  or,  as 
it  was  termed,  '^  deferred  maintenance  work  "  would 
necessitate  another  $8,000,000  expenditure.  These  two 
items  alone  transformed  a  reported  surplus  of  $13,600,- 

1  Report  by  Vioe-Pnadent  MoKMma.  of  the  St.  Paul  May,  1014. 
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000  for  the  preceding  year  into  a  profit  and  loss  deficit 
of  $10,291,000.  Obviously  the  only  way  to  save  the 
property  was  to  capitalize  this  deficit  at  once  by  an 
assessment  upon  security  holders.  A  similar  experi- 
ence, this,  to  the  Atchison  and  the  Baltimore  &  Ohio 
twenty  years  before,  repeated  almost  word  for  word! 

The  complete  collapse  of  the  Boston  &  Maine  Rail- 
road in  1913  affords  a  second  recent  instance  of  the  pen- 
alty imposed  by  years  of  self-deception  in  matters  of 
replacement  and  depreciation.^  Large  sums  which 
under  the  dictates  of  ordinary  intelligence  and  prudence 
ought  to  have  been  invested  in  the  property  from  earn- 
ings were  for  years  diverted  to  the  payment  of  excessive 
dividends,  —  not  absolutely  excessive  in  the  sense  of 
affording  an  imreasonable  return  on  the  capital,  but 
relatively  so,  in  the  sense  that  they  brought  about  a  pro- 
gressive impoverishment  of  the  road.  Such  deceptive 
financiering  need  not  necessarily  be  in  the  nature  of  a 
fraud  upon  stockholders,  however  great  the  losses  which 
they  may  be  called  upon  to  bear  through  having  inno- 
cently dissipated  their  capital  thinking  they  were  merely 
spending  their  income.  Undoubtedly  it  has  thriven  in 
the  past  upon  the  pretended  need  of  secrecy  in  the 
matter  of  accounts.  From  the  public  point  of  view,  in 
the  last  analysis  it  invariably  entails  an  undue  burden 
of  seciu-ities  upon  the  shoulders  of  the  community  to  be 
supported  out  of  current  earnings,  while  at  the  same 
time  exposing  patrons  to  the  exasperation  of  a  halting, 
unsafe  and  inadequate  service.  The  primary  lesson  to 
be  learned  by  railroad  managements  is  that,  not  more 
than  current  earnings  but  at  all  times  far  less,  should  be 
distributed  in  the  way  of  dividends.  The  moral  for  the 
public  is  that  it  must  be  prepared  to  countenance  such 
rates  as  shall  yield,  not  only  regular  normal  rates  of 

t  27  I.  C.  C.  Rep.  593;  of.  p.  622,  infra. 
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return  upon  capital  but  a  substantial  sum  in  addition 
to  provide  for  future  contingencies,  especially  the ''  costs 
of  progress."  * 

(3)  Relief  from  the  embarrassment  of  an  exuberant 
surplus  by  means  of  extra  cash  or  stock  dividends  is  a 
simple  operation.  But  corporate  surpluses  are  by  no 
means  confined  to  ready  cash,  quick  capital,  or  market- 
able assets.  A  profit  and  loss  accoimt  merely  evens  up 
the  difference  between  assets  and  liabilities  on  the  bal- 
ance sheet.  A  surplus  seems  substantial  enough;  but 
in  reaUty  it  is  a  hazy  and  elusive  thing.  In  the  first 
place  it  depends  entirely  upon  the  particular  valuation 
placed  upon  the  assets.  A  stroke  of  the  jpen  in  writing 
off  property  account  may  serve  to  obliterate  it  entirely. 
But  even  if  the  valuation  of  assets  be  sound,  the  surplus 
miay  be  a  fictitious  one.  A  large  part  of  it,  instead  of 
being  a  cash  fimd  or  convertible  securities,  may  be  a 
mere  statement  of  past  earnings  appropriated  to  a  future 
use,  and  in  the  meantime  inextricably  entangled  in  the 
business.  As  thus  invested  it  is  subject  to  the  same 
risk  of  obsolescence  or  depreciation  as  the  rest  of  the 
plant.  It  may  not  even  be  property  at  all  but  merely 
reputation,  built  up  by  heavy  expenditures  for  adver- 
tising and  the  like.^  Such  a  surplus  may  indeed  prove 
in  time  of  trouble  to  be  a  weak  reed  instead  of  a  staff. 
The  Western  Union  when  taken  over  by  the  American 
Telephone  Company  had  its  surplus  of  $18,800,000 
promptly  written  off  by  more  than  two-thirds.  The 
Illinois  Central,  too,  acted  the  part  of  prudence  a  few 
years  ago  in  transferring  its  "  dividend  reserve  fund  " 
to  profit  and  loss;  perceiving  that,  altho  theoretically 

>  p.  600»  infm. 

>  Cf.  the  New  Jeney  eaaes  authoiiiing  oapitaJiMtion  of  derelopment  expenaee. 
P.  6.  C,  1912,  p.  240. 
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such  a  fund  might  be  drawn  upon  to  eke  out  dividends, 
in  fact  it  was  a  mere  book  statement  not  serviceable  at 
all  when  needed.  And  the  Missouri  Pacific,  upon 
emerging  from  unintelligent  Gould  management,  found 
it  wise  to  eliminate  a  lot  of  dead  wood  from  its  surplus 
account.  Nevertheless,  a  surplus  representing  undis- 
tributed earnings  over  a  term  of  years  may  sometimes 
under  conservative  administration  attain  large  propor- 
tions. And  it  may  well  be  that  by  the  growth  of  assets 
in  this  way,  the  property  has  reached  a  condition  of 
acute  under-capitalization.  The  temptation  under  such 
circumstances  to  reimburse  the  treasury  of  the  company 
for  such  uncapitalized  outlay,  and  thereby  to  reestab- 
lish an  equivalence  between  assets  and  outstanding 
securities,  may  become  at  once  irresistible  and  venial. 

There  are  a  number  of  ways  by  which  undivided  earn- 
ings may  be  capitalized,  other  than  by  means  of  either 
cash  or  stock  dividends.  The  Villard  administration 
of  the  Northern  Pacific  in  1888,  just  on  the  eve  of  bank- 
ruptcy, shifted  accumulated  charges  of  improvements 
to  income  through  a  number  of  years  over  to  capital 
account;  and  an  attempt  was  then  made  to  sell  secu- 
rities in  order  to  balance  the  books.  But  it  failed  to 
accomplish  what  the  Alton  management  in  1898  so  suc- 
cessfully performed  for  the  benefit  of  "  insiders."  Under 
happier  auspices  the  Union  Pacific  in  1914  seems  about 
to  distribute  its  surplus  to  common  stockholders,  in  the 
form  of  a  donation  of  $82,000,000  of  Baltimore  and  Ohio 
stock  from  its  treasury,  —  stock  which  it  had  received 
in  exchange  for  its  speculative  investments  in  the  shares 
of  other  companies.^  Ostensibly  this  "  plimi "  was  a 
distribution  of  profits  not  resulting  from  transportation 
at  all  but  accruing  from  successful  financial  opera- 

>  Validated  by  N.  Y.  Court  of  Appeda  dedaion,  July  15.  1914.  dedaring  that 
IIA.000,000  profit  on  oooTenion  of  stocki  and  $38,000,000  on  atook  market  opmr 
tkna  in  Northern  Padfie,  etc.,  were  profits  not  oapital. 
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tions  since  1900.  It  would  appear  as  if  the  public  in- 
terest were  not  concerned,  inasmuch  as  the  outcome  was 
a  profitable  one.  But  suppose  the  speculation  had 
faded  ?  Would  not  the  road  have  been  impoverished 
to  that  degree,  with  necessary  deterioration  of  service  ? 
Nor  is  that  all.  Collateral  trust  bonds  were  originally 
issued  to  acquire  many  of  these  stocks.  They  were 
generally  convertible,  to  be  sure,  so  that  fixed  charges 
became  lai^ely  transformed  into  contingent  ones.  But 
the  fact  is  indisputable  that  this  one-time  indebtedness, 
now  transmuted  into  capital  sto^k,^  remains  outstand- 
ing as  an  absorbent  of  future  earnings;  altho  the  assets 
which  it  once  served  to  pin*chase  have  been  handed  over 
to  stockholders  as  a  gratuity.  That  the  surplus  earn- 
ings from  past  years  still  undistributed,  together  with 
the  increment  in  the  value  of  tangible  property,  nota- 
bly land,  preserved  an  equivalence  of  assets  and  liabili- 
ties on  the  books  even  after  the  withdrawal  of  this  huge 
bonus,  obscures  but  does  not  alter  the  fact  that  the  dis- 
tribution is  at  bottom  "  affected  with  a  public  interest." 
American  railways  have  liberally  utilized  surplus 
earnings  to  build  up  their  properties.  The  Pennsyl- 
vania Railroad  for  years  adopted  the  ''  dollar  for  dol- 
lar "  practice  of  devoting  literally  one-half  of  its  income 
to  reinvestment  in  the  plant.  During  1887-1911  the 
siun  of  $262,000,000  was  put  back  into  the  Penn- 
sylvania lines  east  of  Pittsburgh  from  earnings, — an 
amount,  that  is  to  say,  nearly  equal  to  two-thirds  of  the 
total  cost  of  construction  of  its  2000  odd  miles  of  line.^ 
The  Chicago  &  Northwestern  in  like  manner  during  the 
twenty  year  period  to  1913  so  divided  up  its  net  income 
of  $200,800,000,  that  $77,700,000  of  this  amount  re- 

>  Eren  altho  tha  dividend  rate  is  reduced  from  10  to  8  per  oent  coincidently  with 
the  distribution  of  asseta. 

s  20  I.  C.  C.  Rep.  243.  Even  during  the  decade  to  1913,  out  of  $530,000,000 
added  to  property  investment,  $164,000,000  came  from  undistributed  eamincs. 
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mained  undistributed  either  in  the  form  of  direct  appro- 
priation from  earnings  for  improvements,  or  of  income 
carried  to  surplus  account.  In  the  South,  the  Louis- 
ville and  Nashville  in  the  eight  years  before  1907  put 
back  into  its  plant  over  $18,000,000  of  undivided  earn- 
ings —  equal  to  over  30  per  cent  of  its  share  capital. 
The  total  surplus  thus  built  up  in  1912  is  said  to  have 
amounted  to  upwards  of  90  per  cent  of  its  entire  capital 
stock.  The  opinion  in  the  Western  Rate  Advance 
case  ^  of  1910  stated  that  the  unappropriated  surplus 
of  all  the  railroads  in  the  United  States  at  that  time 
amounted  to  $800,642,923;  of  which  $606,500,000  had 
been  accumulated  in  the  ten  years  to  1909.  Such  facts 
are  impressive.  They  certainly  do  not  fairly  represent 
recent  tendencies,  since  1909.  Surpluses  of  this  sort 
are  not  now  being  heaped  up.  But  they  indicate  how 
important  the  question  of  the  interest  of  the  public  in 
such  surplus  earnings  may  at  times  become. 

The  fact  of  the  existence  of  substantial  surpluses, 
arising  partly  as  a  result  of  our  conservative  American 
practice  of  putting  a  portion  of  earnings  back  into  the 
property  and  partly  as  a  result  of  the  exceptionally 
rapid  development  of  the  country,  naturally  gives  rise  to 
the  question  as  to  how  far  the  pubUc  has  an  equitable 
interest  therein.^  The  rate-making  aspect  of  the  matter 
has  already  been  considered  in  connection  with  physical 
valuation.'  The  question  in  so  far  as  it  touches  the 
regulation  of  capitaUzation  must  be  approached  some- 
what differently.^    In  practice  the  issue  generally  arises 

»  20  I.  C.  C.  Rep.  243. 

*  Well  difloUBBed  by  J.  H.  Gray,  The  Economic  Review,  vol.  iv,  supp.,  1914.  p.  36; 
by  L.  G.  McPheraon,  Railway  A«e  Gasette,  vol.  liv.  1013,  p.  1118;  and  in  Whitten, 
Valuation  of  Public  Service  Corporations,  1912,  pp.  176-189. 

«  Political  Science  Quarterly,  zadi,  p.  907,  p.  599. 

*  Various  differences  in  principle  regarding  the  determination  of  a  reasonable  basis 
for  capitalisation  and  for  rate-making  obtain.  One  depends  upon  local  accounting 
practice  and  state  regulation  of  capitalisation;  the  other,  most  rates  being  interstate. 
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over  the  right  of  the  raikoad  to  distribute  its  surplus  in 
stock  or  cash  dividends.  Two  clearly  defined  and  op- 
posing views  are  discernible.  The  older  and  simpler 
one  is  that  stockholders  have  an  inalienable  right  to  all 
earnings  of  the  company;  and  that  if  they  choose  to 
permit  a  portion  of  current  income  to  remain  invested 
in  the  property,  they  in  no  wise  forego  thereby  their 
right  to  take  it  over  to  themselves  without  interference 
at  any  future  time.  Such  a  view  was  well  expressed  by 
the  management  of  the  Great  Northern  when  in  1883  it 
made  an  extra  distribution  in  the  shape  of  an  issue  of 
$10,000,000  of  bonds, ''  payable  10  per  cent  in  cash  and 
90  per  cent  in  property,  constructed  or  acquired  with 
stockholders'  money,  —  thus  returning  to  them  $9,000,- 
000  in  the  nature  of  a  forced  loan  taken  from  them  by 
sequestration  of  $11,000,000  of  profits  during  previous 
years.'.'  In  confirmation  of  this  view,  it  deserves  to  be 
kept  in  mind  that  until  a  comparatively  recent  date, 
there  was  nothing  in  the  charters  of  railways,  in  state 
constitutions,  or  in  the  law  of  public  service  callings, 
to  indicate  that  investments  by  railways  from  earnings 
would  be  differently  treated  from  investment  by  direct 
subscription  of  shareholders.  This  point  has  often 
been  raised  in  connection  with  the  inclusion  of  surplus 
earnings  in  the  "  fair  value  "  of  the  property  for  rate- 
making  purposes.  To  decline  so  to  do  might  lead  to 
absurd  results.  For  otherwise,  as  between  two  rail- 
roads of  different  earning  power,  each  pursuing  the 
policy  of  reinvesting  one-haLf  its  income  in  the  plant, 

la  largely  a  Federal  oonoem.  The  treatment  of  obaoloeoence  or  misplaoed  inveetment 
IS  ako  different.  Market  value  may  be  a  standard  for  capitalisation,  but  seldom  for 
rates.  Under  physical  valuation,  cost  of  reproduction  may  be  applied  in  rate-makinc, 
but  original  cost  or  investment  should  be  used  for  capitalisation,  assuming  that  the 
increment  of  land  valuations,  as  in  Texas,  is  excluded.  Most  phjrsieal  valuations  and 
cases  before  administrative  commissions  have  had  to  do  with  rate-making  ;  but  the 
Massachusetts  Validation  Commimon  of  1911,  the  Third  Avenue  Street  Railway  ease 
in  New  York,  and  some  judicial  dedoions  are  mainly  concerned  with  sound  capitalisa- 
tion. 
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the  more  profitable  one,  altho  it  might  upbuild  its  prop- 
erty hugely  by  comparison  with  the  other,  would  not 
be  permitted  to  enjoy  the  fruits  of  its  self-denial  in  any 
corresponding  degree.  A  penalty  upon  prudence  and 
thrift  would  surely  be  imposed. 

The  other  view,  which  upholds  the  claim  of  the  public 
to  substantial  enjoyment  of  the  surplus  of  public  service 
corporations,  has  been  freely  expressed  in  recent  rate 
cases.  Oddly  enough,  judicial  decisions  throw  little 
light  upon  it.  The  argument  is  well  put  by  Whitten 
as  follows: 

If  a  company  has  charged  rates,  not  alone  adequate  to  pay  a  fair 
and  reasonable  profit  to  the  stockholders,  but  also  to  permit  the 
building  out  of  earnings  of  extensions  and  improvements  aggregating 
as  much  as  the  total  investment  of  the  security  holders,  there  is 
some  justice  in  the  argument  that  unless  this  has  been  done  for  the 
benefit  of  the  consumers  it  represents  pure  extortion.  Profits  in 
excess  of  a  fair  return  should  either  be  distributed  to  the  consumer 
in  lower  rates,  or  if  used  for  extensions  and  improvements,  should 
be  deemed  to  be  held  in  trust  for  the  exclusive  benefit  of  the  con- 
sumer. 

Nor  is  this  all  that  may  be  urged  in  the  public  behalf. 
To  permit  a  railroad  to  capitalize  its  surplus  earnings 
fully,  it  is  said,  and  thereafter  to  permit  it  to  enjoy  a 
return  upon  this  additional  investment  is,  in  fact,  to 
permit  the  shareholders  to  have  their  cake  and  to  eat  it 
too;  ^  or,  in  other  words,  to  make  the  patron  pay  more 
in  the  future,  and  forever,  because  he  had  already  paid 
an  unreasonably  high  rate  to  create  the  surplus  in  the 
past. 

Our  own  decision  in  the  matter  is  intermediate  be- 
tween the  two  extremes  of  opinion  above  stated.  In 
the  first  place,  a  just  decision  will  depend  upon  circimi- 
stances,  particularly  upon  the  actual  source  of  the  sur- 
plus itself.    An  appreciable  part  of  it  may  be  due  to  the 

1  Predsely  the  Um  of  raafloning  in  a  Lebish  Valley  rate  caae;  21 1.  C.  C.  Rep.  160. 
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growth  of  land  values.^  In  the  Western  Rate  Advance 
case  of  1910  the  Bnrlmgton  road  claimed  a  total  valuar 
tion  of  $530,000,000  accordmg  to  which  its  surplus 
amounted  to  $272,000,000.  The  Conmussion  found  in 
turn  that  $150,000,000  of  this  latter  sum  was  due  to  the 
increment  in  real  estate,  while  only  $122,000,000  repre- 
sented property  acquired  out  of  earnings.'  Another 
instance  in  the  South  is  afforded  by  the  Atlanta  &  West 
Point  in  Georgia.  Reinvestment  of  all  earnings  in  the 
plant  for  many  years,  but  particularly  the  enhanced 
value  of  terminal  property  in  Atlanta,  seemed  fully  to 
warrant  doubling  the  capital  stock  in  1910  and  basing 
earnings  and  rates  thereupon.'  An  additional  compli- 
cation, of  course,  is  that  not  infrequently  there  may 
have  been  large  grants  in  aid  of  construction  originally 
made  for  nothing.  This  must  also  be  taken  in  accoimt.^ 
An  entirely  different  problem  is  presented  by  the  surplus 
distributed  by  the  Union  Pacific  in  1914,  —  a  surplus 
resulting  from  successful  speculation  in  the  stocks  of 
other  railroads. 

Decision  should  be  made  also  in  the  light  of  the  gen- 
eral conditions  prevailiiig  at  the  time.  A  generation 
ago  it  was  the  common  practice  to  divide  all  profits  in 
sight  and  to  finance  new  construction  by  the  issue  of 
securities.  Such  policies  were  fully  sanctioned  by  the 
public  opinion  of  the  day.  But  a  few  roads,  undoubt- 
edly well  in  advance  of  their  time,  dining  the  '80s 
began  to  devote  a  good  part  of  their  earnings. to  new 
construction  and  betterment.  Without  outrage  to  pub- 
lic opinion  much  of  this  at  that  time  might  well  have 
been  added  to  dividends.     The  shareholders'  rights  in 

>  Cf .  Whitten,  Valuation,  chap.  vi. 
s  20  I.  C.  C.  R«p.  332. 

t  Commiauoner  Clements  in  Hearinsi,  I.  C.  C.  Committee.  1012  on  H.  R.  bill  12811, 
p.  8. 

*  Ripley,  Railroad  Valuation,  Political  Science  Quarterly,  vol.  xzii.  1907,  p.  677. 
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such  a  surplus  certainly  deserve  determination  in  the 
light  of  the  then-prevalent  practice.  To  apply  the 
standards  of  the  present  day  when  pioneering  chances 
have  been  supplanted  by  rate-regulatory  risks,  would 
be  manifestly  unfair.  The  dilenuna  is  most  puzzling  in 
those  instances  where  the  source  of  the  surplus  has  been 
exceptionally  inteUigent  management,  coupled  with 
manifestly  fair  treatment  to  the  public.  Such  an  issue 
is  presented,  as  we  shall  soon  see,  by  certain  Massachu- 
setts gas  company  cases.  The  shs^p  differentiation  of 
a  surplus  thus  created,  from  surpluses  arising  through 
public  donations  or  an  increment  in  land  values  on  the 
one  hand,  or  an  extortionate  rate  policy  on  the  other,  is 
sufficient  to  discourage  loose  generaUzation.  In  fine 
each  case  must  be  judged  upon  its  own  merits. 

A  sane  treatment  of  property  derived  from  surplus 
will  be  found  in  the  policy  of  the  Massachusetts  Gas 
and  Electric  Light  Commission.  It  is  well  expressed  in 
the  Haverhill  Gas  Co.  case.^  In  this  instance  a  public 
service  company  by  exceptionally  careful  and  conserva- 
tive management,  coupled  with  a  rapid  gain  in  wealth 
and  population  of  the  commmaity  suppUed,  accumu- 
lated a  substantial  surplus  over  and  above  the  custom- 
ary rate  of  10  per  cent  dividends.  This  conservative 
policy  was  encoiu*aged  by  the  Commission  on  the  ground 
that  it  insured  steady  dividends  and  also  resulted  in  the 
highest  efficiency  at  low  cost.  Such  a  use  of  surplus, 
it  was  held,  conferred  substantial  benefit  upon  the  pub- 
lic and  the  shareholders  alike.  It  seemed  particularly 
desirable  in  the  '90s  in  view  of  the  prospective  keen 
competition  of  electric  light  with  gas.  Finally,  how- 
ever, the  demand  for  a  reduction  of  rates  on  one  hand, 
and  for  capitalization  of  this  surplus  on  the  other, 

>  16  Aim.  Rep.,  1901,  p.  0.  Of.  abo  addrew  of  F.  £.  Barker.  CoDvention  of  R.  R. 
Commiaaioners,  1913. 
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brought  the  matter  squarely  up  for  decision.  The 
commission  has  consistently  adhered  to  its  view  that 
by  every  principle  of  law  such  a  surplus  is  the  property 
of  the  corporation;  but,  at  the  same  time,  that  there  is 
imposed  upon  such  a  public  monopoly  "  the  duty  to 
employ  it  for  the  joint  advantage  of  the  consumers  and 
the  corporation.  It  need  not  be  dealt  with  as  the  ex- 
clusive property  of  either. "  Unfortunately  this  admirar 
ble  theory  has  been  difficult  to  apply  in  practice.  After 
fifteen  years  of  litigation,  during  which  the  Massachu- 
setts courts  have  steadily  upheld  the  theory  of  private 
property  rights,  the  public  in  Haverhill  has  not  yet 
succeeded  in  securing  any  reduction  in  the  price  of  gas. 
The  Supreme  Court  of  the  State  in  1913,  in  the  similar 
Fall  River  case,  completely  over-ruled  the  Commission. 
This  body  had  sought  to  prevent  further  issues  of  stock 
for  extensions  while  the  company  at  the  same  time  was 
regularly  distributing  its  surplus  in  the  shape  of  extra 
dividends  over  and  above  a  r^ular  rate  of  12  per  cent.^ 
Such  experience  tends  to  confirm  the  view  expressed  by 
Conmiissioner  Prouty  *  as  to  the  practical  impossibility 
of  making  amends  to  those  who  have  once  paid  excessive 
rates,  by  laying  hold  upon  such  surpluses.  Supervision 
of  capitalization,  as  of  rates,  must  be  continuous  and 
fore-seeing,  not  spasmodic  and  tardy.  Harm  must  be 
prevented.  Once  done,  it  cannot  be  corrected.  But 
is  the  accmnulation  of  a  surplus  to  be  regarded,  indeed, 
as  a  menace  ?  Is  it  not  in  fact  just  the  opposite  ? 
We  shall  see. 

Somewhat  similar  points  have  been  recently  con- 
sidered by  the  Interstate  Commerce  Commission.  In 
the  Spokane  case,'  counsel  for  the  shippers  contended 
that  the  ample  surpluses  of  the  Pacific  railroads  should 

>  Qniy.  op.  dt.,  p.  88.  >  15  I.  C.  C.  Rep.  376.  415. 

s  15  I.  C.  C.  Rap.  415. 
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in  some  way  be  distributed  by  the  Conunission,  acting 
as  a  trustee  for  the  public,  through  a  reduction  of  rates. 
But  it  was  pointcid  out  in  the  decision  that,  under  a  uni- 
form scheme  of  rates,  one  road  by  reason  of  cheaper  con- 
struction or  easier  operation  might  pile  up  a  surplus 
while  the  other  did  not.  Could  it  then  be  said  that  this 
surplus  had  been  improperly  accumulated  so  long  as  its 
rates  had  been  no  higher  than  those  of  its  competitors  ? 
Similarly  in  the  Eastern  Rate  Advance  case  in  1911/ 
assent  within  certain  limits  was  given  to  the  accumula- 
tion of  surplus  in  order  to  provide  for  necessary  im- 
provements which  for  the  time  being,  or  in  their  nature 
permanently,  did  not  yield  a  return.  Large  investment 
of  a  non-productive  sort  such  as  passenger  stations,  the 
abolition  of  grade  crossings  or  the  installation  of  safety 
appliances,  may  properly  be  cared  for  in  this  way.  But, 
the  opinion  added,  stockholders  mxist  also  contribute  to 
such  surpluses  through  a  reasonable  sacrifice  in  divi- 
dends. This  was  undoubtedly  what  the  Railroad 
Securities  Commission  of  1911  had  in  mind  in  declaring 
that  surpluses  might  most  fairly  be  utilized  to  meet  the 
necessary  "  costs  of  progress."  An  admirable  policy, 
voluntarily  adopted  by  a  public  service  corporation,  is 
that  of  the  American  Telephone  and  Telegraph  Com- 
pany.' The  directorate  set  forth  the  advantages  to  the 
company  of  a  large  surplus  as  strengthening  credit, 
assuring  steady  dividends,  procuring  new  capital  on 
favorable  terms,  and  maintaining  a  high  state  of  effi- 
ciency in  operation  at  low  cost.  The  promise  was  held 
forth  that  such  reserves  and  betterment  should  not  be 
made  the  basis  in  future  of  larger  dividends,  but  should 
constitute  a  trust  to  be  administered  in  the  public  in- 
terest. These  reserves,  it  was  hoped,  were  to  remain  as 
assets  ^'  indivisible,  inviolable  and  inaUenable,"  —  not, 

t  20 1.  C.  C.  Rap.  343,  205.  >  Ann.  Rap.,  1912. 
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in  other  words,  at  some  future  time  to  be  divided  up 
among  the  shareholders.  Under  such  circumstances, 
the  advantage  to  the  public  of  large  reserves,  thus  in- 
vested, is  that  reduced  charges  and  improvement  in 
service  will  naturally  follow  by  reason  of  the  economies 
in  operation  introduced.^ 

(4)  Refunding,  as  affording  an  opportunity  for  sur- 
reptitious inflation  of  the  volume  of  outstanding  se- 
curities, is  of  relative  imimportance,  judging  by  the 
e3q)erience  of  our  public  service  conunissions.  Usually 
the  operation  merely  perpetuates,  it  does  not  create, 
an  undue  volume  of  indebtedness,  —  allowance  being 
made,  of  course,  for  changes  in  the  prevailing  rate  of 
interest  and  the  condition  of  investment  demand.*  The 
offence,  if  there  were  one,  was  usually  committed  at  the 
time  of  the  original  issue.  But  the  necessity  of  refund- 
ing sometimes  affords  an  opportunity  for  the  interven- 
tion of  administrative  authority  to  correct  a  previous 
over-capitalization  in  whole  or  in  part.  The  hard- 
fought  Delaware  &  Hudson  case,  outlined  in  our  review 
of  the  New  York  experience,'  illustrates  the  manner  in 
which  the  refunding  of  floating  indebtedness  may  be 
critical  in  the  larger  affairs  of  consolidation  of  railroad 
properties.  In  Texas,  refunding  operations  have  been 
of  peculiar  interest.  The  Railroad  Commission  of  that 
state  interpreted  the  law,  rigidly  restraining  all  further 
issues  of  securities  imtil  capitalization  had  been  brought 
down  to  the  level  of  property  valuation,  as  prohibiting 
even  the  refunding  of  existing  bond  issues.^  The  matter 
became  acute  about  1905-06,  when  a  large  niunber  of 

>  The  theory  of  paitnenhip  in  Burpliu  is  well  stated  by  H.  Y.  Hayee  in  North 
Amerioan  Review,  vol.  ozoviii,  1913,  p.  341.    Cf.  abo  his  Publio  Utilities.  1018. 

>  Eoonomio  Review,  ziz,  Sept.  1914. 

t  Eoonomio  Review,  vol.  zix,  Sept.,  1914. 
4  Eoonomio  Review,  vol.  six,  Sept.,  1914. 
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bonds  of  Texas  roads  reached  maturity.  The  physical 
valuations  applied  by  the  Commission  as  a  standard  of 
measurement  were  generally  well  below  the  volimie  of 
bonds  outstanding,  to  say  nothing  of  the  capital  stocks; 
and  revaluation  was  denied  on  the  ground  that  accounts 
could  readily  be  kept  up  to  date  by  adding  the  yearly 
reinvestments  of  income  to  the  origbal  figure.  If  pro- 
hibited from  refunding  the  matiuing  bonds,  dollar  for 
dollar,  the  roads  would  be  unable  to  issue  enough  new 
ones  to  take  up  the  old.  Enabling  legislation  to  miti- 
gate the  rigor  of  the  law  was  urgently  sought  but  in 
vain.  The  only  escape  for  the  roads  was  to  issue  new  / 
bonds  to  the  full  amount  of  their  physical  valuation  and 
then  to  leave  the  balance  as  a  floating  debt.  To  the 
outsider,  it  appears  as  if  this  policy  of  excision  were 
und\ily  severe.  If,  as  in  the  Delaware  and  Hudson  case, 
there  was  evident  over-capitalization  to  be  corrected,  it 
seems  as  if  the  wiser  plan  would  be  to  permit  ref  imding, 
but  to  insist  upon  guarantees  that  the  company  would 
make  amends  within  a  reasonable  time  by  a  gradual 
process  of  amortization.^ 

(5)  Consolidation  of  railroad  properties  offers  an 
exceptionally  favorable  opportimity  to  increase  capi- 
talization surreptitiously.  The  English  practice  of 
'^  splitting  "  securities  had  its  beginnings  in  connection 
with  merger  operations.  New  classep  of  stocks  known 
as  preferred  aad  deferred  shares  were  put  forth,  each  of 
them  equal  in  volume  to  the  total  original  stock  out- 
standing.^    A  prime  advantage  of  consolidation,  of 

X  CertafloationB  of  ref undins  operations  by  other  state  oommlnioiiB  are  given  in 
the  Economic  Review,  vol.  zix,  Sept.,  1914.  Even  later  ones  approved  by  public 
authority  will  be  found  in  the  following  oases:  pennitting  the  St.  Paul  to  exchange 
•470,000.000  of  its  own  bonds  for  those  of  the  St.  Paul  extension.  P.  8.  C,  Missouri, 
vol.  i,  1913,  p.  305;  and  prescribing  the  terms  of  exchange,  discount,  etc.,  of  $28,000,000 
of  Iron  Mou&tain  bonds,  ibid.,  p.  106. 

*  McDermott,  RailwaySt  p.  164. 
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course^  is  that  the  constituent  companies  may  be  so 
gerrymandered  that  successful  ones  with  surplus  earn- 
ings may  average  their  rate  of  return  downward  by 
combination  with  other  properties  less  favorably  situ- 
ated. A  weak  corporation,  whose  stock  is  quoted  say 
at  $50,  may  be  merged  in  a  second  corporation  whose 
stock  is  worth  $150  per  share.  The  latter  may  then 
issue  new  stock  of  its  own  in  exchange  for  the  $50  stock, 
share  for  share.  Such  an  operation  as  this  may  not 
only  deceive  the  public,  by  establishing  a  fictitious  capi- 
taUzation  far  in  excess  of  the  worth  of  the  investment, 
\  but  it  may  also  constitute  a  fraud  upon  the  shareholders 
of  the  more  prosperous  company  by  diluting  the  value 
of  their  holdings.  In  ordinary  offerings  of  new  shares 
at  favored  prices,  the  stockholder  finds  compensation 
for  the  fall  in  the  value  of  his  shares  in  the  bonus  or 
"  right "  which  he  receives.  But  in  these  cases  of  con- 
solidation, the  bonuses  or  rights  may  go  to  the  favored 
holders  of  shares  in  the  weaker  company  alone.  It  is 
conceivable  of  course,  that  advantage  may  flow  to 
both  concerns  from  the  merger,  particularly  through 
the  extension  of  the  credit  of  the  stronger  to  enable  the 
weaker  one  to  make  the  expenditures  necessary  to  bring 
about  reduced  operating  costs.  This  has  been  done  of 
late  by  parent  roads  outside  Texas  to  subsidiaries 
therein,  subject  to  the  drastic  limitations  of  the  Stock 
and  Bond  law.^ 

In  Texas  the  details  of  all  railroad  mergers  of  this  sort 
are  most  rigidly  scrutinized,  in  order  to  prevent  such 
an  increased  capitalization.  Mere  consolidation  of 
roads  in  the  Missouri,  Kansas  &  Texas  system  in  1891, 
for  example,  increased  the  aggregate  of  stock  and  bonds 

I  Tha  mnalocy  with  deetrio  lighting  properties  is  imperfect,  inasmuch  as  the  latter 
may  oonoentrate  all  operation  in  tlie  stronger  plant,  while  in  the  ease  of  railways  both 
must  still  operate  in  their  respective  territories.    Eoonomio  Reyiew,  zix«  Sept.,  1914. 


Digitized  by 


Google 


RAILROAD  OVER-CAPITALIZATION  619 

by  $12,475,000,  or  $19,207  per  mfle  of  road.  This,  it 
will  be  noted,  was  before  the  enactment  of  the  Stock 
and  Bond  law.^  Whether  the  public  interest  is  prejudi- 
cially affected  in  such  cases  or  not  would  seem  to  be 
dependent  largely  upon  whether  the  companies  ab- 
sorbed were  worth  the  price  paid  for  them;  or,  in  other 
words,  whether  efl&ciency  and  earning  power  were  pro- 
moted in  a  degree  suitably  proportioned  to  the  enhanced 
capitalization.  And,  even  so,  the  expediency  in  the 
public  interest  of  requiring  amortiza^tion  of  the  increase 
in  capitalization,  as  required  by  the  best  modem  prac- 
tice, is  obvious.* 

All  previous  demonstrations  of  the  evil  of  dilution  of 
capitalization  as  a  concomitant  of  consolidation  are 
eclipsed  by  the  recent  prostration  of  the  once  substantial 
New  York,  New  Haven  and  Hartford  Railroad.  Within 
nine  years  to  1912,  the  outstanding  securities  of  this 
company  increased  from  $93,000,000  to  $417,000,000, 
altho  the  operated  railroad  mileage  increased  only  fifty 
miles.*  Issues  of  new  stocks  and  bonds  during  this  "^  ,^. 
period  brought  in  about  $340,000,000.  Of  this  sum,  u/  v 
$40,000,000  was  spent  for  the  purchase  of  lines  pre- 
viously operated  under  lease  or  otherwise  indirectly. 
For  betterments  and  equipment,  $96,000,000  was  ex- 
pended. This  left  a  simi  of  about  $204,000,000  which 
in  nine  years  was  invested  in  properties  outside  its  own 

1  Report  of  the  RailroMl  CommiMion  to  the  Qoveraor  on  the  subject  of  mergen, 
Nov.  5. 1004;  reprinted  in  fuU  in  the  DaUas  News  of  Nov.  27,  1906. 

*  Of.  New  York  Public  Service  CommiMion  practice,  reviewed  by  the  author  in 
Economic  Review,  Sept.,  1914. 

•  Best  outlined  in  27 1.  C.  C.  Rep.  681.  Cf .  also  Report  to  the  Joint  Board  on  the 
the  Validation  of  Assets  and  liabilities  of  the  New  York,  New  Haven  and  Hartford  Rail- 
road under  Chapter  662.  Acts  of  1910,  by  George  F.  Swain,  Engineer  in  Charge;  pub- 
lished in  Report  of  the  Massachusetts  Joint  Commission  on  the  New  York,  New  Haven 
ft  Hartford  Railroad  Company,  February  16. 1911.  pp.  61-164.  [Known  as  the  Valida- 
tion Report.]  Other  details  concerning  steamship  lines  are  given  in  the  above  I.  C.  C. 
report,  supplemented  by  the  further  testimony  taken  in  May,  1914;  also  Report  V.  8. 
Bureau  of  Corporations  on  Transportation  by  Water,  pt.  4,  1913,  p.  17.  The  seoond 
extended  I.  C.  C.  Rep.  has  Just  been  issued  (July,  1914);  I.  C.  C.  Rep.  31. 
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railroad  sphere,  —  that  is  to  say  in  trolley  companies, 
steamship  lines  and  even  electric  light  and  power  plants. 
A  tale  of  more  reckless  disregard  of  the  interests  of  the 
public  and  of  investors  alike,  —  a  more  complete  break- 
down of  service  in  the  form  of  intolerable  losses  and 
delays  and  appalling  accidents,  — has  never  been  spread 
upon  the  records.  It  is  an  involved  affair  in  entirety. 
We  must  be  content  to  outline  it  by  territorial  samples. 

The  Connecticut  trolleys  in  the  New  Haven  system 
were  originally  leased  as  the  Cionnecticut  Railway  and 
Lighting  Company.  This  aggregation  of  roads  had 
been  formed  by  the  consolidation  of  nine  smaller  con- 
cerns in  1900.  Bonds  to  the  amount  of  $9,350,000  and 
shares  amounting  to  $15,000,000,  —  a  total  of  $24,350,- 
000,  —  were  exchanged  for  a  former  combined  capitali- 
zation of  $8,210,000,  at  the  time  of  consolidation.^  This 
flagrant  over-capitalization  was  characteristic  of  the 
general  situation  in  that  state.  The  absence  of  rigid 
governmental  oversight,  outside  of  Massachusetts, 
created  a  striking  contrast  in  this  regard,  to  which  atten- 
tion will  be  called  in  another  connection.  Where  the 
New  Haven  Railroad  agreed  by  purchase  and  lease  to 
support  this  inflated  capitalization,  the  operation  prac- 
tically, of  course,  amounted  to  dilution  of  the  value  of 
its  own  securities  to  a  corresponding  degree.  The 
Massachusetts  Validation  Commission  in  1911  found 
that,  even  making  no  allowance  whatever  for  deprecia- 
tion, $13,000,000of  a  total  par  mvestmentof  $40,000,000 
of  the  New  Haven  railroad  in  these  Connecticut 
trolleys  represented  no  tangible  value  whatever.  Still 
less,  apparently,  did  it  represent  earning  power. 

The  roundabout  processes  by  which  the  New  Haven 
obtained  control  of  its  trolley  lines  in  Rhode  Island  may 

>  Report  of  Cflmmliwbn  &•  Poblio  Serrioe  CorporatioiiA,  ConxMotieut,  1900,  pp.  8- 
11 ;  New  York  Bveniac  Poet,  Nov.  23, 1913. 
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best  be  described  by  direct  quotation  from  the  report  of 
the  Interstate  Commerce  Commission.^ 

"  In  1902  the  United  Gas  Improvement  Company,  generally  under- 
stood to  be  an  institution  backed  by  Philadelphia  capital,  entered 
the  trolley  field  in  Rhode  Island.  A  corporation  known  as  the 
Rhode  Island  Company  was  organized  which  issued  its  capital  stock 
in  the  sum  of  S2,000,000  to  the  Improvement  Company,  receiving 
in  return  S2,000,000  in  cash.  The  Rhode  Island  Company  there- 
upon leased  three  trolley  Mnes,  which  embraced  in  the  main  all  the 
lines  in  Providence,  Pawtucket,  and  the  immediate  vicinity. 

"The Improvement  Company  now  proceeded  to  organize  what 
was  known  as  the  Rhode  Island  Securities  Company  for  the  purpose 
of  holding  the  stock  of  the  Rhode  Island  Company.  The  Improve- 
ment Company  turned  over  to  the  Securities  Company  the  S2,000,- 
000  of.  stock  in  the  Rhode  Island  Company  and  received  therefor 
without  any  further  consideration  $12,000,000  of  the  capital  stock 
of  the  Securities  Company  and  $3,500,000  of  its  4  per  cent  bonds. 
This  resulted  in  the  issue  to  the  Improvement  Company  of  $15,500,- 
000  of  securities  for  $2,000,000  in  money. 

"  This  was  in  1902.  In  1904  the  New  Haven  began  its  campaign 
for  the  acquisition  of  the  trolley  lines  of  southern  New  England, 
and  soon  after  purchased  a  block  of  the  stock  of  the  Rhode  Island 
Company.  In  1906  it  perfected  arrangements  for  the  acquisition 
of  the  entire  stock  of  that  company.  Instead,  however,  of  purchas- 
ing that  stock  directly,  it  arranged  to  do  it  indirectly  by  taldng  over 
the  Securities  Company.  What  the  New  Haven  did  was  to  organize 
a  third  corporation,  the  Providence  Securities  Company,  which 
eaEchanged  its  4  per  cent  debentures  guaranteed  by  the  New  Haven 
Company  for  the  stock,  bonds,  and  notes  of  the  Rhode  Island  Secu- 
rities Company  substantially  at  par.  There  was  a  cash  payment 
of  $10  per  share  by  the  stockholders  of  the  Rhode  Island  Securities 
Company  and  an  adjustment  of  $3  per  share  against  this  on  account 
of  interest;  there  were  certain  bookkeeping  entries  one  way  and  the 
other,  but  the  upshot  of  the  whole  transaction  was  that  the  New 
Haven  Company  issued  its  obligations  to  the  Improvement  Com- 
pany and  others  and  received  in  exchange  at  substantially  dollar  for 
dollar  these  inflated  securities  of  the  Rhode  Island  Company. 

"  Representatives  of  the  New  Haven  Company  earnestly  insisted 
that  this  company  had  not  watered  the  stock  of  the  Rhode  Island 
Company,  and  this,  strictly  speaking,  is  true.  The  improvement 
Company  turned  in  the  water  and  the  New  Haven  Company  con- 
verted that  water  into  wine.  In  whatever  aspect  the  transaction  is 
viewed  the  New  Haven  gave  $13,500,000  for  nothing." 

I  37  I.  C.  C.  Rap.  Ml. 
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The  net  result  of  this  operation  was  a  total  investment 
of  about  $24,0009000,  altho  the  state  authorities  sub- 
sequently estimated  the  property  to  be  worth  only  about 
one-fourth  of  this  figure.^  Nor  were  the  earnings  of 
these  Rhode  Island  trolleys,  at  any  time,  sufficient  to 
justify  the  prices  which  the  New  Haven  paid  for  them. 
The  reckless  expenditure,  in  order  to  secure  monopoly 
control,  simply  saddled  the  New  Haven  treasury  with  a 
huge  aggregate  of  inflated  securities  which  did  not  begin 
to  cover  the  cost  of  raising  the  funds  for  their  purchase. 

The  $13,500,000  given  for  nothing  in  the  Rhode 
Island  trolleys  was  well  matched  by  the  investment  in 
the  New  York,  Westchester  &  Boston  Railway,  —  a 
four-track  electric  road,  extending  about  twenty  miles 
out  from  New  York.  This  affords  an  instance  of  in- 
flation, not  only  in  connection  with  franchise  piut^hase 
but  also  as  a  piece  of  original  construction.  Eight 
thousand  shares  of  New  Haven  stock,  worth  $1,200,000, 
were  first  exchanged  for  24,000  Westchester  shares, 
worth  in  the  words  of  President  Mellen  "  about  ten 
cents  a  pound."  Then  about  $11,000,000  more  was 
paid  for  $5,000,000  invested  in  construction  by  the 
promoters,  —  this  by  command  of  J.  P.  Morgan  with- 
out any  adequate  accounting  even  to  the  directors. 
All  in  all,  to  1912  the  New  Haven  invested  $35,000,000 
in  this  enterprise;  altho  the  value  of  tangible  property, 
reported  to  the  New  York  Public  Service  Commission, 
was  only  $12,000,000.  An  annual  deficit  of  $1,250,000 
still  obtains.*  While  this  was  going  on,  the  New  Haven 
was  also  seeking  the  control  of  the  Boston  &  Maine 
Railroad  in  order  to  consolidate  its  own  transportation 


1  PiMideiit  MeUen  UmMlf  on  May  SO.  1914  b«f  oie  the  L  C.  G.  eonoeded  that  Um 
priee  wwm  twice  their  vehie. 

«  The  Maai.  VaUdetkm  Report  of  1911  eeeepted  aa  mveatoiy  of  912.900,000  for 
plant  and  eethnaled  98.900,000. "  for  coat  ol  the  frandbin,  eontral  of  the  rftuatkm,  ete." 
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companies  south  of  Boston  with  those  of  northern  New 
En^and.  The  financial  mechanism  by  which  this  was 
accomplished  is  described  in  another  place.  So  far  as 
injQation  of  capitalization  is  concerned,  in  order  to  elude 
the  prohibitions  of  the  legislature  and  the  courts  of 
Massachusetts,  the  Boston  &  Maine  stock  was  for  a 
brief  period  in  190S-09  sequestrated  in  the  hands  of  one 
J.  L.  Billard.  To  him  the  stock  was  sold  at  $125  per 
share,  within  a  few  months  to  be  once  more  ret\u:ned  to 
the  New  Haven  company  at  $150  per  share.  "  Upon 
the  face  of  the  transaction,  therefore,  Mr.  Billard  made, 
without  the  investment  of  a  dollar  in  excess  of  all  ex- 
penditures by  him,  slightly  over  $2,700,000  as  a  result 
of  this  transaction."  ^  Moreover,  the  objection  that 
this  imeamed  paper  profit  was  not  an  actual  one,  be- 
cause the  final  payment  was  not  in  cash  but  in  notes, 
was  met  by  the  significant  fact  that  the  notes  given  in 
connection  with  the  final  transfer  were  guaranteed  as  to 
face  value  by  the  New  Haven  Railroad  Company. 
Upon  the  record,  therefore,  the  cost  to  the  New  Haven 
company  of  these  profitless  transactions  was  almost 
$3,000,000,  — a  sum  which,  of  course,  was  a  part  of  the 
large  amount  which  had  to  be  raised  by  the  issue  of 
securities  by  the  parent  road. 

Other  minor  instances  of  inflation  under  the  Mellen 
administration  may  be  mentioned  in  passing.  Without 
any  substantial  new  investment,  the  capitalization  of  the 
Portland  Union  Station  Company  was  run  up  from 
$350,000  to  ahnost  $6,000,000  with  entailed  fixed 
charges  of  $180,000  a  year.  Even  after  public  opinion 
had  become  thoroly  bent  upon  subjecting  the  New 
Haven  to  control,  the  Western  Trolley  Merger  bill  was 
jammed  through  the  Massachusetts  legislature  in  1913  as 

1  37  I.  C.  C.  Rep.  684.  Corrobnted  by  tertimony  of  BiUud,  May  7,  and  of 
Mel]«n,  May  17,  1914,  further  ebOMmted  in  31 1.  C.  C.  Rep.  81. 
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the  price  of  acquiescence  by  the  raih*oad  in  the  creation 
of  a  Public  Service  Commission.  This  permitted  the 
acquisition  of  the  stock  of  three  voluntary  associations 
which  as  holding  companies  controlled  the  trolley  lines 
in  western  Massachusetts.  This  opened  the  door  to 
the  capitalization  of  $22,398;000  of  floating  debt,  pre- 
miiuns  on  stock  and  other  items,  without  let  or  hind- 
rance by  public  authority.^ 

In  conclusion,  the  Interstate  Commerce  Commissioh 
made  it  clear  as  a  result  of  its  elaborate  investigation, 
that  if  the  New  Haven  had  confined  itself  exclusively 
to  the  operation  of  its  railroad  property,  it  would  have 
had  for  the  fiscal  year  1912  a  siui)lus  of  $1,794,000  over 
and  above  eight  per  cent  dividends  upon  its  stock,  in- 
stead of  a  deficit  of  nearly  $1,000,000.  Matters  went 
from  bad  to  worse  subsequent  to  this  time.  Share- 
holders with  dismay  witnessed  a  decline  in  the  market 
price  of  New  Haven  stock  from  about  $185  in  1905  to 
less  than  $50  per  share  in  1914.  Dividends,  after  years 
of  uninterrupted  payment,  had  to  be  suspended  during 
a  wearisome  period  of  recuperation.  The  dismal  chap- 
ter seems  about  to  be  closed  in  1914  by  the  resolution 
of  the  sjrstem  into  its  component  parts  under  compul- 
sion from  the  Federal  Department  of  Justice.  The 
interest  of  the  public  appears  in  the  fact  that  imder 
other  circumstances  the  railroad  might  conceivably 
have  continued  to  furnish  a  safe  and  adequate  service 
without  f\u:ther  advance  in  its  rates,  and  fares  and  yet 
at  the  same  time  have  returned  to  its  stockholders  a 
fair  dividend  upon  their  investment. 

(6)  Financial  reorganization  offers  a  fruitful  field  for 
an  increase  of  capitalization,  irrespective  of  assets, 
whether  for  railroads  or  industrial  corporations.   Occa- 

>  Ann.  Rap.,  Mmi.  RaflroMl  oom.,  1912,  pp.  167-175. 
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sionally  a  company  succeeds  in  emerging  therefrom  with 
the  same  volume  of  outstanding  securities  with  which 
it  went  into  bankruptcy.  By  far  the  larger  number 
come  forth  saddled  with  heavier  issues  than  ever  before. 
Even  more  impressive  is  the  volume  of  securities  by 
comparison  with  the  assets.  Almost  never  does  any 
real  excision  under  reorganization  take  place.^  All  this 
is,  of  course,  hi^y  paradoxical,  inasmuch  as  it  was  the 
overload  of  stocks  and  bonds  which  brought  on  the 
trouble,  —  an  overload  so  disproportionate  to  the  earn- 
ing power  of  the  property  that  its  back  broke  under  the 
burden.  But  the  explanation  is  not  far  to  seek.*  It 
is  never  the  total  capitalization  of  a  company  which  is 
the  source  of  danger.  The  volume  of  capital  stock  is 
immaterial.  It  is  the  fixed  charges  upon  indebtedness 
to  which  the  road  succumbs.  Some  way  must  be  dis- 
covered \mder  reorganization  by  which  the  old  bond- 
holders may  be  induced  to  forego  their  right  of  fore- 
closure. This  almost  always  happens  through  offering 
them  securities  in  exchange  like  income  bonds  or  pre- 
ferred stock,  contingent  upon  earnings  for  their  support. 
But  the  consent  of  bondholders  to  such  substitution  is 
in  any  event  difficult  to  obtain.  The  most  inviting 
speculative  bonuses,  even  in  the  form  of  a  modicum  of 
common  stock,  must  be  dangled  before  their  eyes  in 
order  to  obtain  consent  for  the  substitution.  This  is 
what  is  even  now  occurring  in  the  pending  reorganiza- 
tions of  the  Wabash,  the  Rock  Island,  and  the 
"  Frisco,"  not  to  mention  several  minor  roads. 

It  is  a  difficult  and  yet  an  important  matter  to  control 
reorganization  in  the  interest,  not  of  particular  classes 
of  security  holders  but  of  the  company  as  a  whole  and 

>  Simon  Steme,  Forum,  vol.  z,  p.  87;  vol.  xrii,  p.  10. 

*  For  a  fttQ  dlaeuMioii,  I  refer  to  my  forthcoming  volume  on  Railroad  Finanoe 
and  Orcaniaation. 
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the  public  to  be  served.  Otherwise  the  readjustment 
may  only  make  bad  matters  worse.  An  admirable 
example  of  the  well-advised  exercise  of  governmental 
control  is  afforded  by  the  hard-fought  controversy  upon 
the  Third  Avenue  Street  Railroad  in  New  York.  The 
experience  merits  review.  In  1907-08  this  company 
went  into  the  hands  of  receivers.  Its  financial  history 
was  a  disheartening  record  of  fraud.  Stocks  and  bonds 
of  subsidiary  companies  stood  upon  the  books  at  a  cost 
of  $9,950,000 — nearly  twice  their  face  value — despite 
the  fact  that  one  of  these  companies  was  in  the  hands 
of  a  receiver,  another  was  practically  worthless,  and 
none  of  them  judged  by  earnings  was  conceivably 
worth  more  than  par.  Over  $500,000  of  capital  had 
been  devoted  to  paying  interest  charges;  $6,000,000 
had  gone  into  operating  expenses;  $1,000,000  for  law- 
yers' fees;  $1,000,000  into  an  imtraced  construction 
accoimt,  while  for  $5,000,000  there  was  absolutely  no 
record. 

In  1909,  after  foreclosure  proceedings^  a  reorganiza- 
tion committee  of  bondholders  as  intending  purchasers 
prepared  a  plan  for  the  organization  of  a  new  company 
and  applied  for  authority  to  issue  the  necessary  secu- 
rities.^ The  plan  of  readjustment  frankly  admitted  a 
huge  discrepancy  between  the  assets  of  the  property  and 
the  capital  liabilities  proposed.  The  outstanding  bonds 
and  stock  of  the  old  Third  Avenue  road  amounted  to 
$58,560,000;  the  new  capitalization  was  practically 
identical  in  amount.  The  plan  followed  the  common 
rule  in  the  reorganization  of  companies  characterized 
by  much  watered  stock  and  depreciated  bonds.  Fixed 
charges  were  cut  down  by  substituting  for  the  old  mort- 
gages, new  income  bonds  calling  for  interest  only  as 
earned;  and  a  heavy  assessment  was  levied  upon  stock- 

t  S  p.  8.  C,  Irt  D..  81. 
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holders  under  penalty  of  having  their  former  holdings 
cancelled.  The  Public  Service  Commission  upon  this 
showing  declined  to  permit  the  new  company  to  be 
capitalized  for  an  amoimt  equal  to  the  outstanding 
securities  of  the  old  road,  alleging  properly  enough 
that  the  reorganization  was  an  opportune  time  for 
bringing  capitalization  and  assets  more  nearly  into 
equivalence. 

After  this  first  rebuff ,  a  somewhat  improved  plan  of 
reorganization  was  in  due  time  presented  for  approval. 
The  stockholders,  instead  of  being  required,  as  before, 
to  subscribe  heavily  to  new  stock  equally  valueless  with 
the  old,  were  now  given  a  certain  proportion  of  bonds  in 
return  for  their  assessment.  But  even  under  this 
second  plan,  the  outstanding  securities  aggregated 
$73,600,000,  whereas  the  physical  assets  were  avowedly 
worth  only  $44,000,000.  This  excess  of  liabilities  was, 
of  course,  the  fruitage  of  the  stock-watering  and  fraud 
of  past  years.  Even  on  the  basis  of  reproduction  cost 
entirely  new,  plus  necessary  working  capital,  current 
assets  amounted  to  only  $68,000,000.  This  figure  made 
no  allowance  for  depreciation,  obsolescence  or  inade- 
quacy, and  it  included  $11,625,000  for  ''  development 
expenses,"  such  as  brokers'  commissions  and  discount 
on  bonds.  The  Public  Service  Commission  thereupon 
in  1910  disallowed  the  second  application.  The  case 
then  went  to  the  Supreme  court  and  a  decision  was 
finally  handed  down,^  purely  on  law  points,  which  up- 
held the  appeal  of  the  reorganization  committee.  An 
ancient  section  of  the  Stock  Corporation  law  was  un- 
earthed, which  by  oversight  was  not  repealed  when  the 
Public  Service  Commission  Act  was  passed.  This  gave 
free  rein  in  the  matter  of  recapitalization  to  reorganiza- 

>  N.  T.  145  App.  DIt.  818;  a08  N.  Y.  299;  98  N.  B.  Rap.  1018.  Piwsedttit  fol- 
l0v«dbyN«biMkA;  8th  Ann.  Rep.  Baflroad  Commkrifm,  177. 
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don  managers.  The  next  legislature  promptly  revised 
the  statute.  But  in  the  meantime,  the  Commission  was 
obliged  to  approve  this  second  plan  despite  the  utter 
discrepancy  between  capitalization  and  assets.  But, 
of  course,  under  such  circumstances  the  new  securities 
could  not  be  marketed  at  anything  like  par.  It  was 
estimated  that  $55,000,000  par  value  would  produce 
only  about  $33,000,000  in  cash.  At  this  point,  the  Com- 
mission in  1912  once  more  intervened.^  The  policy 
imposed  was  the  only  sound  one  for  dealing  with  matters 
of  this  sort.  It  was  directed  that  an  amortization  fimd 
be  set  aside  annually  out  of  earnings,  sufficient  to  cancel 
all  the  excess  of  liabilities  over  assets  by  1960,  when  the 
bonds  matured.  Heavy  depreciation  charges  were  also 
required.  A  similar  wholesome  plan  has  since  been 
adopted  in  the  case  of  steam  railroad  issues  by  the  New 
York  up-state  commission,  notably  in  approving  of  the 
New  York  Central  bond  issue  of  $70,000,000  in  1914. 
Such  may  be  said  in  fact  to  have  become  the  established 
practice.     It  is  obviously  the  only  prudent  one. 

The  foregoing  review  of  experience  is  broadly  signif- 
icant. It  emphasizes  the  need  of  governmental 
supervision  in  matters  of  finance,  —  certainly  so  far  as 
standardization  of  accounts  is  concerned,  and  probably 
also  as  indicating  the  further  need  of  downright  control 
by  administrative  order.*  But  such  supervision  cannot 
be  exercised  by  divided  and  conflicting  state  authority. 
The  Federal  government  must  certainly  take  hold.  The 
need  of  so  doing  is  still  further  emphasized  by  the  proven 
inter-relation  of  rates,  service  and  finance.  Everything 
seems  to  point  to  the  assimiption  of  such  control  by  the 

>  8  p.  S.  C.  Irt  D.,  51. 

*  Caaes  before  stote  oommknoDS  will  be  analysed  by  the  author  in  the  Eoonomio 
Rerieir,  September,  1914. 
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Interstate  Commerce  Commission.  It  is  no  light  mat- 
ter to  lay  so  heavy  an  additional  burden  upon  this  al- 
ready over-worked  body.  The  necessity  of  a  separate 
departmental  organization  for  this  set  of  financial  func- 
tions is  clearly  foreshadowed. 

W.   Z.  RiPLBT. 
Habtabd  UNiYEBamr. 
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SUMMARY 

Importance  of  depreciation  for  valuation,  630.  —  A  well  maintained 
property  is  yet  normally  in  a  state  of  depreciation,  632.  —  How  to 
aUow  for  this  circumstance  depends  on  the  purpose  for  which  accounts 
are  made  up,  635.  —  Mode  of  reckoning  depreciation  required  by  Inter- 
state Commerce  Commission,  637.  —  "  Replacement  account,"  "  Re- 
serve for  accrued  Depreciation,"  639.  —  A  possible  alternative,  644.  — 
The  general  procedure  justified  for  purposes  of  regulation,  648.  —  Criti- 
cism possible  as  regards  earlier  charges  made,  664.  —  A  different  princi- 
ple and  a  different  rule  by  other  regulating  bodies,  656.  —  Wisconsin 
Commission,  657.  —  The  United  States  Supreme  Court,  660.  —  Conclu- 
sion, 662. 

Two  questions  outrank  in  practical  consequence  all 
other  problems  of  procedure  in  the  valuation  of  the 
properties  of  public  service  companies  for  purposes  of 
rate  control.  First,  what  is  a  proper  rate  of  return 
upon  the  investment  ?  Second,  shall  the  property 
taken  as  evidence  of  the  investment  be  valued  for  that 
purpose  as  tho  it  were  new,  or  shall  an  allowance  be 
made  for  the  fact  that  it  is  in  various  stages  of  age,  wear, 
and  obsolescence?  Under  American  conditions  the 
difference  between  original  cost  and  replacement  cost 
as  a  standard  of  valuation  is  not  apt  to  be  large,  ^  except 
for  real  estate  holdings,  and  in  the  aggregate  the  dif- 
ference between  the  results  got  by  the  use  of  these  two 
methods  will  usually  be  less  important  in  its  bearing 
upon  the  determination  of  reasonable  rates  than  is  the 
margin  of  uncertainty  with  respect  to  either  the  proper 
rate  of  return  or  the  matter  of  depreciation.     Nor  do 

1  The  oommon  pnctioe  of  averacing  prices  ovw  a  period  of  fire  or  ten  yean  in 
determininK  refdaoement  ooet  eontributee  to  this  end. 
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the  minor  problems  su^ested  by  such  phrases  as 
"  interest  during  construction/'  "  going  value/'  "  do- 
nated property/'  and  the  like,  usually  compare  in 
importance,  even  in  the  aggregate,  with  the  two  that 
have  been  named.  The  present  paper  deals  with  the 
second  of  these  two  major  issues  of  valuation. 

In  a  valuation  made  for  the  dual  purposes  of  rate 
regulation  and  taxation  in  Wisconsin  the  present 
(depreciated)  value  of  the  physical  properties  of  twenty- 
six  electric  railways  was  foxmd  to  be  $7,826,000  or 
82  per  cent  of  the  "cost  of  reproduction  new"  of 
$9,596,000.^  For  individual  companies  the  corres- 
ponding proportion  was  as  low  as  57  per  cent,  and  was 
below  79  per  cent  in  as  many  cases  as  above  it.  And 
these  figures  include  the  value  assigned  to  land  and 
grading,  from  which  no  deduction  for  depreciation  was 
made.  The  depreciated  value  of  the  properties  of 
fifty-foTu:  steam  railroads  was  estimated  as  $196,239,000, 
or  80  per  cent  of  the  cost  of  reproduction  new,  which 
was  given  as  $244,129,000.  This  percentage  varied  for 
individual  railroads  from  61  to  96,  the  median  being 
77.*  Leaving  out  of  account  the  items  of  land  and 
grading,  on  which  no  depreciation  was  reckoned,  the 
depreciated  value  of  the  remaining  assets  of  the  fifty- 
four  railroads  was  only  73  per  cent  of  the  value  new. 

The  Michigan  valuation  of  the  properties  of  steam 
railroads  in  1900  gave  a  depreciated  value  that  was  81 
per  cent  of  the  cost  of  reproduction.'  In  the  Minne- 
sota appraisal  of  1907  the  corresponding  percentage 
was  88.^    But  when  the  unusually  large  list  of  items  in 

>  Fifth  Biennial  Report  of  the  Wiaoonain  Tax  Cammifltton  (1910),  Appendix  D. 

•  Compiited  f  ram  a  table  in  the  Fourth  Biennial  Report  of  the  Wieoonain  Tax  Conk- 
mumotk  (IQOg),  p.  128. 

•  Bulletin  21  of  the  Bureau  of  the  Ceneue  (1905),  p.  78. 

«  Twenty^ourth  Annual  Report  of  the  Mmneaota  Railroad  and  Warehouae  Com- 
.  (1908),  p.  62. 
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the  latter  valuation  against  which  no  depreciation  was 
charged  ^  is  eliminated  from  the  reckoning,  the  propor- 
tion is  reduced  to  76  per  cent. 

Examples  of  this  sort  might  be  multiplied,  but  it  is 
better  to  turn  to  the  general  principles  imderlying  the 
aggregate  amount  ot  depreciation  of  the  properties  of  a 
large  business.  Mr.  James  E.  Allison,  formerly  a 
member  of  the  St.  Louis  Public  Service  Conunission, 
as  well  as  its  chief  engineer,  was  the  first  to  appreciate 
the  significance  of  these  general  principles.' 

At  any  given  time  in  the  history  of  a  large  business 
undertaking  with  extensive  and  varied  properties, 
properly  maintained,  some  of  the  items  of  plant  and 
equipment  will  be  new,  or  nearly  new.  And  unless  the 
business  has  been  newly  undertaken,  other  items  of 
plant  and  equipment  will  have  nearly  served  their  term 
of  profitable  use.  Still  others  will  be  found  in  each  of 
the  possible  stlEtges  of  wear  intermediate  between  new- 
ness and  final  replacement.  It  follows  that  an  e&r 
ciently  maintained  property  of  this  sort  which  has  been 
operated  for  a  sufficient  nimiber  of  years  will  normally 
be  about  half  "  worn  out  "  and  that,  if  renewals  continue 
to  be  promptly  made  when  needed,  the  property  will 
normally  tend  to  remain  in  this  same  average  physical 
condition.  This  conclusion  is  subject  to  a  few  very 
simple  qualifications.  (1)  No  single  item  of  plant  or 
equipment  can  be  so  lai^  and  expensive,  relative  to  the 
other  items,  that  its  degree  of  newness  disproix>rtion- 
ately  affects  the  average  state  of  wear.     (2)  The  various 

1  Indudiiic  land*  gtading,  trade  layinc,  atoies  and  mippHes,  eonUnceiidea,  aod 
interest  during  oonctruction. 

I  Should  Public  Service  Properties  be  Depredated  to  obtain  Fair  Value  in  Rate  or 
Regulation  Caoes  f  Report  to  St.  Louie  Public  Service  Ckxnmiadon,  1912.  Reprinted 
aa  Appendix  A  of  the  Reiiort  on  the  United  Railways  Co.,by  the  St.  Louis  Public  Service 
Commission,  1912;  and  as  Appendix  D  of  report  of  same  commission  on  the  South- 
western Tefagr^hand  Tdeplume  Co.,  1918.  Cf.  also  Mr.  Allison's  paper  on  **  Depre- 
dation,'* Annals  Amer.  Acad.  Pd.  and  Soc  Science,  vd.  liii,  p.  196  (May,  1914). 
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items  of  plant  and  equipment  must  ha^e  been  acquired 
at  different  times  or  else  (the  more  common  case)  must 
have  differing  periods  of  life,  so  that  replacements  are 
distributed  with  some  evezmess  through  successive 
years.  (3)  The  business  must  be  in  a  static  condition. 
If  it  is  growing  in  size  there  will  be  a  relatively  larger 
amount  of  new  equipment;  if  it  is  declining,  some  of 
the  equipment  may  not  be  replaced  as  it  wears  out,  and 
the  property  as  a  whole  will  be  in  a  sub-normal 
condition. 

This  last  condition  —  that  the  aggregate  size  of  plant 
and  equipment  is  supposed  to  be  neither  increasing  nor 
decreasing  —  is  one  which  rarely  holds  true  under 
American  conditions.  Most  American  railroad  and 
public  service  corporations  are  apt  to  increase  their 
investment  in  fixed  capital  from  tim^e  to  time.^  But 
this  fact  does  not  affect  the  significance  of  the  conclu- 
sion that  there  is  such  a  thing  as  a  state  of  ''  normal 
average  depreciation.^''  One  might,  if  one  pleased, 
modify  the  assiunption  of  a  normal  depreciation  of 
50  per  cent  so  as  to  allow  for  the  effects  of  any  given 
rate  of  growth.  But  this  is  scarcely  necessary,  for  all 
practical  ends  are  served  by  considering  the  present 
and  future  depreciation  and  probable  replacement  of 
the  body  of  assets  which  exists  at  a  given  time,  and 
for  this  purpose  the  50  per  cent  average  is  generally 
appropriate.  The  other  conditions  are  not  usually 
far  out  of  line  with  the  facts.  Indeed,  the  customary 
endeavor  of  every  properly  conducted  business  to  pre- 
vent too  large  a  burden  of  maintenance  or  replace- 

I  This  is  one  of  the  reasons  why  the  depreoiated  value  of  railroad  properties  as  found 
by  various  oomnussions  is  generally  considerably  more  than  60  per  cent  of  the  unde- 
preeiated  value.  Other  reasons  (aside  from  a  possibie  large  martin  of  error  in  the  work 
itself)  are  the  inclusion  of  non-depredating  assets  in  the  valuation,  and  the  fact  that  the 
nsidual  or  scrap  value  of  the  disoanied  assets  has  to  be  taken  into  aooount.  Thus  a 
steel  rail  oosthig  t28  per  ton  and  with  a  scrap  value  of  912  per  ton  would  when  "  half 
worn  out "  be  vahwd  at  about  71  per  cent  of  its  cost  new. 
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ment  expenses  from  falling  within  any  one  year  works 
potently  toward  securing  a  normal  average  condition 
of  depreciation. 

The  result  of  this  general  analysis  not  only  indicates 
the  magnitude  of  the  interests  affected  by  the  question 
of  the  proper  treatment  of  depreciation  in  valuation  for 
purposes  of  rate  control,  but,  as  will  be  indicated  later, 
it  has  an  important  bearing  upon  the  proper  answer  to 
that  question. 

Durable  capital  goods  are  said  to  '^  depreciate/' 
while  less  dimible  ones  are  "  used  up  "  or  "  consumed.'' 
The  difference  is,  of  course,  one  of  degree  only.  Build- 
ings, rails,  and  locomotives  are  worn  out  slowly;  fuel, 
oil,  and  other  supplies  are  used  up  rapidly;  but  in  the 
long  run  the  two  processes  are  alike.  Just  where  the 
line  shall  be  drawn  between  them  for  accounting  pur- 
poses is  determined  by  the  fact  that  a  year  is  the  ordi- 
nary fiscal  unit  of  time.  Assets  whose  normal  length 
of  Life  is  more  than  a  year  are  "  capital  assets,"  and 
"depreciate'';  assets  of  a  more  transient  sort  are 
used  up  and  replaced  within  the  year,  and  their  cost  is 
counted  under  the  head  of  operating  expenses.  If  the 
customary  fiscal  unit  of  time  were  five  years,  or  twenty 
years,  there  would  be  fewer  assets  whose  depreciation 
would  have  to  be  taken  into  account.  Part  of  what  are 
now  capital  assets  would  in  a  longer  fiscal  period  appear 
as  current  assets.  But,  as  it  is,  we  wish  to  know  the 
profit  or  loss  of  a  business  undertaking  during  a  year, 
and  its  general  condition  at  the  end  of  the  year.  So 
some  method  must  be  devised  of  allocating  the  cost  of 
the  more  durable  instruments  of  production  among  the 
successive  years  of  their  period  of  life.  "  The  more 
permanent  form  of  assets  serving  for  productive  use 
during  a  period  of  years  should  be  spread  as  an  expense 
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during  the  period  of  use,  whether  that  be  five  or  fifty 
years/'  ^ 

It  is  not  surprising  that  there  is  no  general  agreement 
among  accountants  respecting  the  proper  basis  of  thus 
cutting  up  and  parcelling  out  the  total  cost  of  a  d\u:able 
good.  It  is  easy  to  concede  that  the  purpose  of  account- 
ing is  to  ascertain  and  exhibit  the  true  condition  of  a 
business,  but  just  what  the  truth  is  will  depend  upon  the 
specific  question  which  we  ask  the  accoimtant.  i  Do  we 
want  to  know  from  the  balance  sheets  whether  the  pro- 
ductive efficiency  of  the  d\u:able  equipment  of  a  business 
is  being  maintained  unimpaired  ?  ^Is  the  most  acciu'ate 
statement  possible  of  the  profit  or  loss  of  a  particular 
year  the  deaideratum  ?  ^^Are  we  looking  toward  the 
future  and  asking  whether  adequate  provision  is  being 
made  for  the  amortization  of  the  cost  of  the  diu^ble 
capital  assets  that  will  have  to  be  replaced  ?  ^  Or  do  we 
have  a  possible  insolvency  in  mind,  and  seek  to  know 
the  market  value  of  either  the  equipment  as  a  whole 
or  its  different  parts  ?  Emphasis  upon  one  query 
would  logically  lead  to  apportioning  depreciation  among 
the  various  years  of  fife  of  a  durable  good  according  to 
the  diminution  of  its  productive  efficiency;  the  proper- 
answer  to  others  would  be  given  by  apportioning  depre- 
ciation according  to  the  requirements  of  annual  contri-^ 
butions  to  a  sinking  f  xmd  or  according  to  the  diminution 
in  the  estimated  market  value  of  the  assets  in  question. 
Very  frequently  actual  accounting  practice  represents, 
necessarily,  a  compromise  between  two  or  more  of  these 

i  H.  R.  Hatfield,  Modern  Aooounting.  p.  122.  The  foUowinc  kbnJrable  statement 
b  by  Mr.  J.  S.  Eaton  (Handbook  of  Railroad  Expenses,  p.  8) :  "  So  we  see  that  capital 
ezpendituTe,  as  distinguished  from  expenses,  is  at  last  an  arbitrary  conception.  It 
begina  with  the  idea  that  certain  expenditures  have  an  efficiency  that  reaches  over  many 
earning  periods  extending  indeflnitdy  into  the  future.  But  nothing  physieal  would  last 
so  long,  and  its  earning  power  might  hare  even  less  permanence.  To  meet  this  eondi- 
tioa  we  arbitrarily  designate  certain  expenditures  whose  effect  indefinitely  outlasts  the 
jitr^Tpj^^i*^  earning  period  as  '  capital,*  and  then  in  the  same  aibitraiy  way,  through  all 
subsequent  vicissitudes,  we  hold  them  to  their  first  value,  by  maintenanne,  renewal  and 
depredation  chaivBS  which  are  borne  by  current  expenses.'* 
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different  possible  methods  of  procedure.  Thus  we  find^ 
for  example,  that  one  of  the  points  sometimes  made 
in  favor  of  the  method  of  dividing  the  total  deprecia- 
tion of  an  asset  into  equal  annual  parts  is  that  while 
the  market  value  of  many  capital  assets  (machines, 
perhaps)  declines  most  rapidly  in  the  first  few  years 
of  use,  the  technical  efficiency  of  the  same  assets 
declines  most  rapidly  in  the  years  just  before  they 
are  discarded. 

These  and  similar  considerations  have  to  be  weighed 
in  any  thoro'^TUialysis  of  the  problem  of  the  proper 
recognition  of  the  fact  of  depreciation  in  private  enter- 
prises. They  are  also  properly  to  be  taken  into  account 
in  discussing  the  business  policies  of  unregulated  public 
service  industries.  Althd^e  principle  that  the  charges 
of  such  industries  must  be  reasonable  is  of  long  standing, 
this  cannot  be  said  to  have  had  any  particular  bearing 
upon  the  depreciation  problem  until  some  basis  for  the 
determination  of  "  reasonableness  '*  was  laid  down  by 
commissions  and  courts. 
/  But  with  regulated  public  service  xmdertakings  the 
case  is  different.  Here  the  proper  adjustment  of  depre- 
ciation accoxmts  is  not  merely  a  matter  of  business  policy 
nor  of  the  proper  adjustment  of  the  interests  of  the 
holders  of  the  various  classes  of  equities  in  the  earnings 
and  assets  of  the  business.  It  directly  affects  the  issue 
between  the  proprietors  of  the  xmdertaking  on  the  one 
hand  and  the  public  on  the  other.  It  does  this  by 
operating  on,  first,  the  amoxmt  of  annual  net  earnings 
shown  by  the  accoxmts,  and,  second,  the  real  or  appa- 
rent magnitude  of  the  capital  investment.  This  bring- 
ing in  of  the  public  interest  as  a  matter  of  primary 
concern  helps  to  define  and  narrow  the  problem  and 
at  the  same  time  raises  new  issues. 
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There  is  no  better  way  of  approaching  the  question 
of  the  proper  treatment  of  depreciation  in  the  valuation 
of  the  properties  of  public  service  companies  than  by 
examining  in  some  detail  the  functions  and  results  of 
depreciation  accoxmts  in  public  service  undertakings. 
Railroads  will  serve  as  the  best  example,  not  only 
because  of  the  magnitude  of  the  interests  involved,  but 
also  because  the  accoimting  rules  of  state  public  utility 
commissions  have  been  patterned  in  large  measure 
after  those  of  the  Interstate  Commerce  Commission. 
The  principles  involved  are  of  general  application. 
.  The  Interstate  Commerce  Commission,  acting  xmder 
the  increased  powers  over  the  accoimts  of  railroad  com- 
panies given  it  by  the  Hepburn  Act  of  1906,  now  requires 
that  the  depreciation  of  roUing  stock  be  counted  as  an 
operating  expense.^  The  introduction  of  this  accoimt 
was  in  line  with  a  general  attempt  to  draw  the  Une  more 
accurately  between  "  additions  and  betterments  "  on 
the  one  hand  and  the  mere  replacement  or  miaintenance 
of  existing  capital  on  the  other.  Maintenance  accounts, 
as  every  one  knows,  had  been  the  loose  ends  of  railroad^ 
book-keeping.  In  an  earlier  period  of  American  rail- 
road finance,  inadequate  appropriations  for  mainte- 
nance of  way  and  equipment  furnished  a  common 
method  of  milking  the  property  and  of  manipulating 
the  value  of  securities  through  the  payment  of  im- 
eamed  dividends.  In  more  recent  years  this  practice 
had  become  relatively  less  frequent,  and  many  of  the 
stronger  roads  had  gone  to  the  other  extreme  of  over- 
stating their  maintenance  costs  by  coxmting  many  sorts 
of  additions  and  betterments  as  replacements.  It  was 
in  part  to  control  this  practice  that  the  regulations 

1  Under  tfa«  latest  revirion  of  the  I.  C.  C.  ClMrifioation  of  Opentiiis  Expenaee,  tak- 
ing effeot  July  1»  1914«  aooounta  are  also  provided  for  the  depredation  of  fixed  impnrre- 
mente,  innhiding  way  and  etrooturee.  But  for  the  present  the  use  of  these  aooounts  is 
optional  with  the  eanien. 
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Inferred  to  were  instituted  by  the  Commission.  In 
addition  to  these  requirements,  elaborate  rules  were 
later  made  for  the  definition  and  classification  of  addi- 
tions and  betterments. 

There  was  much  complaint  that  these  regulations 
interfered  in  an  unwarranted  way  with  the  companies' 
rights  to  determine  their  own  financial  policies,  and 
much  was  said  about  the  advantages  of  the  conserva* 
tism  expressed  in  the  imderstatement  of  net  earnings. 
It  was  alleged,  furthermore,  that  replacements  and 
renewals  fell  so  evenly  in  the  case  of  a  large  railroad 
that  it  was  unnecessary  to  provide  for  them  in  advance. 
The  reply  of  the  Statistician  for  the  Conmiission  was  to 
the  effect  that  the  control  of  accoxmts  is  not  the  control 
of  financial  policies;  that  the  railroads  were  still  free 
to  make  such  disposition  of  their  earnings  as  they  chose : 
that  "  capital  assets  are  consumed  in  operation  .  .  . 
regardless  alike  of  the  corporation's  policy  of  manage- 
ment or  the  Commission's  rules  of  accounting ''  ;  that 
these  rules  deprived  the  railroads  merely  of  the  oppor- 
tunity to  misstate  the  facts.^ 

There  is  no  reason  to  doubt  the  wisdom  of  the  general 
policy  expressed  in  these  orders  of  the  Conmiission. 
Charging  betterments  to  operating  expenses  builds  up 
a  "  secret  reserve  ''  which  can  be  brought  to  light  at  any 
time  and  thus  made  as  effective  a  means  of  manipula- 
tion as  unearned  dividends.  The  arbitrary  diminution 
of  the  amoimt  available  as  net  income,  by  reason  of 
swollen  maintenance  expenses,  may  frequently  be  unfair 
to  the  owners  of  income  bonds  or  of  non-cumulative 
preferred  stock,  or  to  other  holders  of  equities  in  the 
business  who  may  be  more  interested  in  maintaining 
present  returns  than  in  increasing  futiu^  profits. 
Finally  (and  what  from  the  point  of  view  of  the  present 

>  Twmtfeth  AnniMl  R«port  on  ilw  SfaitistiM  of  Raflwayt  (1M7),  pp.  ai-M. 
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inquiry  is  most  important)  it  is  not  to  the  public  interest 
that  the  existing  level  of  rates  should  appear  to  be  less ' 
profitable  to  the  railroads  than  it  really  is.^ 

Some  difficulties  have  developed,  however,  in  the 
handling  of  the  depreciation  accoxmts.  The  Commis- 
sion (\}{^  npt  prescribe  the  annual  rates  of  depreciation 
which  the  carriers  should  use  for  different  classes  of 
equipment.  It  now  reports,  "This  latitude  has 
resulted  in  widely  different  practices,  the  rates  used  by 
different  carriers  varying  from  nothing  up  to  7  per  cent 
or  more  per  annum  upon  equipment  operated  under 
substantially  similar  conditions.  It  seems  evident 
that  this  variance  is  in  some  cases  due  to  differences  in 
policy  rather  than  differences  in  actual  depreciation  or 
in  the  estimates  thereof."  *  The  result  is,  of  course, 
that,  we  still  have  many  instances  where  the  net  income 
is  either  overstated  or  understated,  according  as  the 
rate  of  depreciation  used  is  too  low  or  too  high.  This 
can  be  corrected  in  the  future  and  undoubtedly  will  be. 
The  chief  obstacle  to  the  efficient  control  of  depreciation 
charges  has  been  the  paucity  of  reliable  statistics  of  the 
average  life  of  different  sorts  of  equipment  xmder 
different  operating  conditions. 

A  more  serious  difficulty  has  arisen  in  connection  with 
the  disposition  of  the  "  depreciation  reserve  "  which  is 
created  by  the  depreciation  charges.  And  here  we  have 
to  do  with  a  matter  of  fimdamental  importance.  The 
depreciation  charges  were  inaugurated  by  requiring  the 
carriers  to  include  in  their  operating  expenses  a  monthly 

>  The  CommiMioo  haa  reoently  stated:  **  Thexe  ia  maoifested  [by  the  carrieta]  a 
crowing  api»eoiation  of  the  importanoe  of  ezaet  and  theoreticaUy  oorract  aooounting. 
At  the  same  time  there  is  a  oorresponding  decline  in  the  opinion,  onoe  too  prevalent, 
that  aceoontinc  may  properly  be  covemed  by  the  polioy  or  by  the  financial  situation  or 
needs  of  the  accounting  carriers."  —  Twenty^seventh  Annual  Report  (1913),  p.  39. 
Tlie  aooounting  regulations  of  the  Commiseion  have  recently  been  sustained  by  the 
Supreme  Court,  in  Kansas  City  Southern  By.  Co.  ▼.  U.  8..  28  U.  8.  423  (1913). 

>  Twenty^seventh  Annual  Report  (1^13),  p.  39. 
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charge  of  one-twelfth  of  the  esthnated  annual  deprecia- 
tion on  each  item  of  equipment.  The  determination  of 
the  various  rates  of  depreciation  to  be  assumed  was,  as 
we  have  seen,  left  to  the  carriers.  An  amoimt  equal  to 
the  total  charges  for  depreciation  each  month  had  to  be 
credited  to  a  "  replacement  "  account.  These  replace- 
ment accounts  were  in  turn  charged  with  the  cost  of  all 
new  equipment  acquired  in  place  of  equipment  dis- 
carded or  destroyed.  Now  it  might  happen,  of  course, 
that  particular  items  of  equipment  would  be  worn  out 
or  destroyed  before  the  accumulated  depreciation 
charges  on  them  would  have  amounted  to  enough  to 
provide  for  their  replacement.  Even  if  the  depreciation 
rates  used  had  been  found  to  accord  with  average  expe- 
rience there  would  have  been  a  deficient  provision  for 
the  replacement  of  all  items  of  equipment  which  hap- 
pened to  be  destroyed  or  abandoned  before  reaching 
the  "  average  expectation  of  life."  *  Moreover,  many 
items  of  equipment  were  already  old  on  July  1, 
1907  —  the  date  at  which  depreciation  charges  began. 
So  a  "  renewals "  account  for  each  class  of  equip- 
ment was  also  instituted.  To  the  renewals  accoimt 
was  charged  as  an  operating  expense  the  value  of 
any  item  of  equipment  destroyed  or  otherwise  retired 
from  use  minus  salvage  and  the  amount  already 
accumulated  in  depreciation  charges. 

^  Aooount  diould  be  taken  of  this  official  atatement:  *'  It  is  not  intended  that  these 
aoeounta  should  be  lestrioted  to  ittdiTidual  oars  or  loeomotiveB.  ...  On  the  other  hand, 
the  several  amounts  standing  to  the  credit  of  these  rex>laoement  acoounts  should  be 
available  to  oarrlen  for  the  puipose  of  replaoement  of  equipment  to  the  extent  of  such 
ovedits."  — Oassifioation  of  Operating  Expenses.  Third  Revised  Issue  (1907),  p.  02. 
Later  in  response  to  a  speoific  inquiry,  it  was  definitely  stated  that  the  reserve  created 
by  depreciation  olaaries  on  one*elasB  of  equipment  might  be  used  for  the  purchase  or 
replacement  of  other  classes  of  equipment.  (I.  C.  C.  Accounting  Bulletin  No.  1. 1006, 
Case  108.)  But  these  rulings  are  clearly  inconsistent  with  the  prindple  of  the  renewals 
account,  by  which  provision  was  made  for  an  adequate  replaoement  reserve  for  each 
individual  item  of  equipment.  The  real  effect  of  tbe  rulings  was  to  make  it  possible  for 
railroads  to  use  the  surplus  in  their  replacement  acoounts  in  what  wen  virtually  addi- 
tions and  betterments,  thus  keeping  thftlr  "  property  account "  intact.  Tl|s  ruling  in 
Case  106,  refeiTed  to  above,  was  later  cancelled  (t  G.  C.  Aooounting  Bulletin  No.  4, 
1009). 
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Thus,  if  a  freight  car  which  had  cost  $500  had  been 
destroyed  with  a  salvage  of  $75,  when  only  $125  had 
been  charged  to  depreciation  for  this  car,  a  charge  of 
$300  would  at  once  be  made  to  "  renewals."  The 
renewals  account  may  be  interpreted  as  a  device  for 
recording  for  each  particular  item  of  equipment  the 
amount  of  finally  realized  depreciation  not  previously 
covered  in  the  depreciation  accoimt.  Operating  ex- 
penses were  in  this  way  annually  charged  with  (1)  an 
amount  representing  the  depreciation  attributed  to  the 
wear  and  tear  of  the  year's  use,  and  (2)  a  further  amount 
representing  the  total  amoimt  of  depreciation  on 
equipment  retired  within  the  year  not  previously  written 
down.^ 

It  seems  to  have  been  assumed  that  the  amoimt  of 
credits  in  the  replacement  reserve  from  accrued  depre- 
ciation together  with  the  amoimt  of  charges  to  renewals 
would  stop  the  practice  of  charging  to  maintenance  the 
expense  of  real  improvements  in  equipment.  At  least 
in  much  of  the  current  discussion  of  the  problem  it  was 
assumed  that  depreciation  charges  would  in  some  way 
be  a  gauge  of  proper  allowances  for  maintenance.  And 
it  is  hard  to  find  any  other  significance  in  the  official 
statement  that  ''  all  replacements  in  excess  of  such 
credits  must  be  considered  as  Betterments  or  Additions, 
and  charged  either  to  Income  or  to  Capital."  *  ^ 

Whatever  may  have  been  the  expectation,  it  is  quite 
impossible  that  the  magnitude  of  the  replacement 
reserves  should  in  any  way  have  really  determined  the 
amount  of  expenditures  properly  chargeable  to  main- 
tenance rather  than  to  additions  and  betterments.  For 
at  any  given  time  these  reserves,  together  with  the 

>  Subaequentiy  tbe  earriexB  wen  pMinitted  to  ohMie  iMliaed  depiMiatioB  aOoofttod 
to  the  period  of  ow  before  July  1, 1907  to  profit  and  Ion  inttead  of  opeimtinc  espenMS. 
Cr.  L  C.  C.  Aooounting  BuUetin  No.  8  (1913).  Cmo  674,  and  p.  eM.  infra. 

*  ClMMifioatioa  of  Oporatans  Expeoaaa,  Third  Beviaed  Lmuo  (1907).  p.  12. 
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charges  to  renewals,  would  afford  ample  provision  for 
all  equipment  retired  from  use  and  just  about  to  be 
replaced,  and  would  also  contain  an  additional  amount 
equal  to  the  accumtUated  depreciation  charges  on  aU  equip- 
ment remaining  in  service.  This  additional  amount  or 
siuplus  could  not  be  written  off  for  replacement  pur- 
poses except  as  the  particular  items  of  equipment  on 
which  depreciation  had  accumulated  went  out  of  ser- 
vice,^ and  in  the  meanwhile  it  would  in  the  normal 
course  of  things  have  been  further  swollen  by  the  con- 
tinuing accruals  of  depreciation  charges.  Since  this 
continually  growing  surplus  could  not  be  used  for  legiti- 
mate replacement  purposes,  it  furnished  an  oppor- 
tunity to  the  carriers  to  charge  expenditures  for 
additional  equipment  to  replacement  and,  hence,  to 
operating  expenses.  The  term  ''  replacement  account  *' 
was  a  misnomer. 

When  a  more  rigorous  control  of  these  matters  was 
determined  upon,  those  in  charge  of  the  accounting 
poUcies  of  the  Conmiission  had  two  possible  methods  of 
procedure  open  to  them.  One  was  to  so  readjust  their 
rules  that  depreciation  charges  would  in  fact  f lu-nish  an 
adequate  replacement  fund  and  nothing  more.  This, 
as  we  shall  see,  was  practicable,  altho  not  advisable. 
The  alternative  was  to  admit  that  the  existing  replace- 
ment accounts  were  not  replacement  accoimts  at  all  and 
to  call  them  something  else.     This  was  done. 

The  new  rule  was  phrased, ''  The  accoimts  heretofore 
referred  to  as  '  Replacement'  accounts  should  hereafter 
be  kept  imder  the  name  of '  Reserve  for  Accrued  Depre- 
ciation.' ''  ^  The  total  amount  of  the  balances  in  these 
accounts  must  now  be  shown  on  the  balance  sheet  as  a 

>  DMpito  offioi«l  rulings  to  the  ooDtnuy.    Cf.  note  on  p.  640,  copm. 

*  I.  C.  C.  aiMlflnitinn  U  Bxpendituws  for  AdditioD»  and  Bettermmte.  fiwt  wviwd 
iMM  (1910).  p.  19. 
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deduction  from  the  aggregate  investment  in  road  and 
equipment.  This  is^  in  substance^  a  frank  recognition  of 
the  permanent  character  of  this  reserve  and  of  the  fact  7 
that  in  the  normal  run  of  events  it  cannot  be  diminished,  . 
but,  on  the  contrary,  is  bound  to  increase."*  The  account, 
moreover,  has  a  new  meaning.  It  is  no  longer  supposed 
to  have  any  definite  bearing  upon  current  replacements; 
it  is  held  to  represent  the  amount  by  which  the  values 
in  the  (equipment)  property  account  have  been  dimin- 
ished by  the  lapse  of  time.  The  regulation  of  expendi- 
tures for  additions  and  betterments  is  now  accomplished 
in  a  simple  and  adequate  fashion.  It  is  required,  as 
before,  that  when  an  item  of  equipment  goes  out  of 
service  only  the  difference  between  its  cost  or  ledger 
value  and  the  subsequent  accumulation  of  depreciation 
charges  on  it  shall  be  charged  to  operating  expenses,^ 
the  remainder  of  the  cost  of  replacement  having  already 
been  charged  to  operating  expenses  through  the  depre-  ^ 
ciation  account.  But  this  is  controlled  by  means  of  a 
new  "  equipment  "  account,  the  balance  in  which  repre- 
sents the  difference  between  the  aggregate  expenditure 
for  new  equipment  and  the  cost  or  ledger  value  of  equip- 
ment retired.  This  balance  is  thus  a  measure  of  addi- 
tions and  betterments  to  equipment,  provided  that  one 
measures  replacements  by  the  aggregate  amount  of 
realized  depreciation  (retirements)  during  the  year.  The 
equipment  account,  it  will  be  noted,  is  quite  disasso- 
ciated from  the  accrued  depreciation  account,  and  in  no 
way  dependent  upon  depreciation  charges  of  any  sort. 

The  reserve  for  accrued  depreciation  is,  then,  identical 
with  the  old  replacements  account  except  that  its  signif- 
icance is  more  acciu*ately  interpreted  and  that  it  is 

^  SpMificaHy.  to  the  *'  retiremente  "  acoount.  m  the  old  **  renewals  "  Moount  htm 
been  more  ai>i>roi>riately  renamed.  The  reeetve  for  accrued  dex>reoiation  is,  of  course, 
debited  with  an  amount  equal  to  the  sum  previously  credited  to  it  on  aooount  of  the 
particular  equipment  retired. 
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more  adequately  protected  against  being  depleted  to 
cover  virtual  additions  and  betterments.  But  to  some 
carriers  the  change  (in  interpretation)  seemed  to  carry 
with  it  large  consequences.  One  inquiry  reads:  "This 
is  a  radical  departure  from  the  methods  adopted  by  the 
Commission,  July  1,  1907  .  .  .  and  the  question  now 
arises  as  to  what  carriers  are  to  do  with  the  vast  sums 
they  have  charged  in  the  past  for  depreciation  on  equip- 
ment." *  Another  is:  "A  carrier  has  left  standing  in 
its  Replacement  account  a  large  balance,  which  will 
be  constantly  augmented  and  it  does  not  appear  to  be 
available  for  any  purpose.  How  is  this  accoxmt  to  be 
closed  ?  "  *  The  accounting  authorities  of  the  Com- 
mission replied:  "  The  effect  of  the  methods  prescribed 
for  handling  the  accounts  is  that  the  accoimt  Property 
Investment  will,  in  theory,  include  the  actual  cost  of  all 
equipment  owned,  while  the  depreciation  account  will 
represent  the  expired  value  or  depreciation  on  the 
equipment." »  This,  of  course,  contemplates  no  closing 
of  the  account. 

Let  us  turn  from  the  present  status  of  the  Commis- 
sion's regulations  to  the  alternative  procedure  which  it 
might  have  adopted  when  it  was  f  o\md  that  the  replace- 
ment reserves  were  growing  too  rapidly  to  serve  as  a 
check  on  maintenance  expenditures.  If  instead  of 
changing  the  interpretation  of  the  significance  of  the 
replacements  accoimt,  it  had  desired  so  to  modify  the 
system  of  crediting  to  this  account  that  it  would  have 
furnished  a  real  gauge  of  proper  maintenance  charges, 
this  could  conceivably  have  been  accomplished. 
Roughly  approximate  results  could  have  been  obtained, 
for  example,  by  (1)  charging  depreciation  as  planned 
upon  all  existing  equipment  and  upon  all  equipment 

>  I.  C.  C.  Aoooimtinc  BuOeftin  No.  8,  Cam  5(17. 

«  Caw  575.  ■  Cam  567. 
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subsequently  acquired  to  replace  it;  (2)  abolishing  the 
renewals  or  retirements  account;  and  (3)  charging  no 
depreciation  (except  perhaps  to  cover  actual  retire- 
ments) on  any  class  of  additional  new  equipment  imtil 
the  expiration  of  t  years  from  the  introduction  of  the 
new  regulation  (where  t  represents  the  ''  expectation  of 
life  ''  of  the  equipment  in  question).  Beginning  with 
the  end  of  t  years,  depreciation  would  have  to  be  charged 
on  all  the  additions  made  up  to  that  time  to  that  partic- 
ular class  of  equipment,  and  would  continue  to  be 
charged  upon  all  equipment  bought  to  replace  these 
additions.  But  in  each  successive  period  of  t  years  no 
depreciation  would  be  charged  upon  yet  further  addi- 
tions to  equipment  of  the  same  dass.^ 

To  make  the  matter  clear  take  the  artificially  simple 
case  of  a  railroad  owning  n  locomotives,  each  of  which 
has  cost  $10,000  more  than  its  scrap  value  and'  has  a 
total  period  of  serviceable  life  of  ten  years.  Assume 
further  that  these  locomotives  have  been  acquired  in 
fairly  even  numbers  in  successive  years  to  replace  dis- 
carded equipment.  Then  of  the  n  locomotives  in  service 
at  the  beginning  of  the  fiscal  year  about  one-tenth  will 
be  discarded  within  the  year.  The  normal  depreciation 
charge  per  locomotive  per  year  is  $1000.  So  that  if 
depreciation  charges  are  inaugurated  at  the  beginning 
of  the  year,  the  accruals  for  the  year  (n  X  $1000)  will 

just  suflBce  to  replace  the  —  locomotives  which  will  be 

>  Thb  rough  method  is  bamd  upon  the  prpmise  that  annual  depreciation  ohaivea 
upon  equipment,  fairiy  evenb'  distributed  with  respect  to  age  between  newness  and 
readiness  for  retirement,  will  suffice  to  provide  for  annual  replaoements.  It  would  apply 
only  to  large  railroads  and  would  have  to  be  modified  if  the  railroad  possessed  more  new 
equipment  than  old  (or  Hee  mtm)  or  if  additions  made  in  each  successive  period  of  I 
years  were  not  distributed  with  some  evenness  among  the  individual  yean.  Given  the 
age  statistics  of  the  equipment  of  any  railroad,  it  would  be  easy  to  preseribe  formulas  for 
depredation  charges  that  would  adequately  provide  for  replacements  and  no  more. 
But  the  purpose  of  the  rough  illustration  given  in  the  text  is  to  distinguish  * '  depreciation 
for  replacement "  from  the  so*called  d^reciation  that  is  measured  by  the  expired  pro- 
portion of  the  aggregate  probable  srears  of  life  of  the  equipment  on  hand. 


Digitized  by 


Google 


646  QUARTERLY  JOURNAL  OF  ECONOMICS 

discarded  during  the  year.  And  in  each  succeeding 
year  depreciation  charges  and  replacement  costs  wiU 
continue  to  equal  each  other. 

Up  to  the  time  when  depreciation  charges  were  begun 
the  n  locomotives  then  in  service  had  completed  in  the 
aggregate  5n  locomotive  years.  If  the  depreciation 
charges  were  to  conform  to  the  Interstate  Commerce 
Commission's  accounting  rules  it  would  have  been 
necessary  not  only  to  make  the  provisions  just  described^ 
but  also  to  reach  back  into  the  past  and  set  down 
depreciation  charges  on  each  locomotive  retired  for 
each  of  its  years  of  life  prior  to  the  inauguration  of  the 
accoimting  system.  And  it  would  be  necessary  to 
proceed  in  this  way  imtil  all  of  the  original  n  locomotives 
had  been  replaced.  Since  the  regular  annual  deprecia- 
tion charges  are  adequate  to  provide  for  all  replace- 
mentSy  the  net  result  of  the  additional  (retirements) 
charges  would  be  the  accumulation  of  a  permanent  and 
unusable  reserve  for  accrued  depreciation  amoimting  to 
5n  X  $1000,  or  just  half  the  difference  between  the 
original  cost  of  the  n  locomotives  and  their  scrap  value. 

In  this  simplified  case  current  annual  depreciation 
charges,  without  further  additions  on  account  of  retire- 
ments, are  a  proper  measure  of  ciurent  annual  main- 
tenance expenditiu"es.  And,  given  sufficient  data,  there 
is  no  difficulty  of  principle  in  thus  equating  depreciation 
and  maintenance  in  the  case  of  an  actual  railroad,  with 
its  equipment  imevenly  distributed  in  point  of  age. 
But  the  Interstate  Commerce  Conmiission's  present 
method  of  controlling  replacement  costs  is  simpler  and 
better.  The  outcome  of  the  equipment  accoimt  is  that 
the  amount  of  annual  expenditures  for  new  equipment 
charged  to  operating  expenses  is  determined  by  the 
(cost)  value  of  the  equipment  retired  within  the  year. 
Realized  depreciation,  rather  than  so-called  partial 
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depreciation  (measured  by  the  proportion  of  the  aggre- 
gate probable  life  of  the  equipment  on  hand  which  has 
expired  within  the  year)  is  the  controlling  factor. 

In  the  case  of  a  large  railroad  with  varied  equipment 
this  completed  depreciation  (retirement)  will  be  suffi- 
ciently uniform  in  amount^  year  after  year^  to  obviate 
undue  fluctuations  in  annual  replacements.  And  from 
the  point  of  view  of  logic  this  method  has  the  distinct 
advantages  (1)  that  realized  depreciation  is  a  definitely 
measurable  fact  and  (2)  that  replacements  happen  in 
fact  to  be  made  on  account  of  realized  depreciation  and 
for  no  other  reason. 

By  adequately  providing  for  the  control  of  expendi- 
tures for  replacements  this  practice  weakens  the  case 
for  requiring  depreciation  accounts.^  When  these 
accounts  were  instituted  the  railroads  had  claimed  that 
their  properties  were  so  large  and  varied,  and  their 
maintenance  expenditures  consequently  so  regular, 
that  maintenance  itself  was  a  sufficient  protection 
against  all  depreciation.  The  rejoinder  was,  as  we  have 
seen,  that  in  practice  maintenance  charges  were  fre- 
quently either  too  small  to  provide  for  replacements 
or  were  made  unduly  large  through  the  inclusion  of  pro- 
vision for  additions  and  betterments.  But  with  main- 
tenance controlled,  depreciation  charges  become,  in 
eflfect,  merely  a  way  of  measuring  a  presumed  consump- 
tion of  capital  over  and  above  the  amount  annually 
replaced. 

Moreover,  it  would  now  be  idle  to  claim  that  to 
require  depreciation  charges  is  in  no  manner  to  interfere 
with  the  financial  policy  of  the  railroads.  For  the 
compulsory  annual  additions  to  the  reserve  for  accrued 
depreciation  decrease  by  their  full  amount  the  apparent 

>  With  the  depredation  aooounie  eUmiiMted,  the  entire  ooet  of  disoaided  equipmentt 
minuB  aalvafle,  would  be  oheiged  to  operating  expenses  under  the  rubric  of  "  retire- 


Digitized  by 


Google 


648  QUARTERLY  JOURNAL  OF  ECONOMICS 

profits  of  the  year  and  thus  the  amount  available  for 
dividends.  Altho  no  investment  of  a  separate  depre- 
ciation fund  is  required,  yet  the  writing  down,  of  the 
capital  assets  by  the  amount  of  the  accrued  ''  deprecia- 
tion ''  means  in  the  long  run  either  that  other  assets 
have  to  be  larger  in  amoimt  than  they  otherwise  would 
have  been  or  that  liabilities  have  to  be  smaller.  Usually 
the  growth  of  the  reserve  for  accrued  depreciation  means 
in  practice  that  additional  permanent  investments  are 
being  made  out  of  earnings.  The  reserve  represents 
an  additional,  permanent,  and  compulsory  investment 
in  the  business  to  take  the  place  of  the  amount  of  the 
investment  written  oflF  for  depreciation.  To  require 
such  a  reserve  to  be  created  is  to  control,  in  that  degree, 
the  financial  policies  of  the  companies  affected.  This 
is  not  to  condemn  the  requirement  in  question,  but 
merely  to  show  its  real  significance.      ^^ 

But,  it  may  be  objected,  siu^ly  property  that  is  half 
worn  out  is  not  worth  as  much  as  when  it  was  new. 
Should  not  its  value  be  written  down,  if  the  balance 
sheets  are  to  tell  the  truth  ?  This  question  has  signifi- 
cance only  if  it  be  assiuned  that  the  purpose  of  the 
depreciation  accoimts  of  railroads  and  other  public 
service  companies  is  to  record  the  decline  in  the  market 
value  of  individual  assets.  But  even  for  private  business 
imdertakings  this  is  not,  in  the  opinion  of  the  majority 
of  competent  writers,  the  piupose  of  depreciation  ac- 
coimts. It  is  most  certainly  not  their  purpose  in  rail- 
road and  pubUc  utility  accoimting. 

The  balance  sheets  of  public  service  corporations  are 
not  designed,  as  those  of  a  merchant  might  be,  with 
primary  reference  to  a  possible  insolvency.  The  out- 
look to  be  assumed  is  that  of  continuous  and  permanent 
operation.     Many  of  the  parts  of  a  public  service  prop- 
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erty  could  not  be  detached  and  sold  except  as  scrap. 
And  as  for  the  market  value  of  the  undertaking  as  a 
whole,  it  is  scarcely  necessary  to  say  that  this  is  a  matter 
of  earning  power,  which  depends  upon  rates  and  hence 
eventually  upon  the  manner  in  which  public  control  is 
exercised.  It  is  hardly  to  be  expected  that  any  one  will 
defend  the  propriety  of  a  reserve  against  the  possible 
depreciation  of  market  values  resulting  from  compulsory 
rate  reductions. 

Nor  are  the  depreciation  charges  on  public  service 
properties  supposed  in  any  way  to  represent  a  diminu- 
tion of  the  productive  eflSciency  of  the  plant  and  equip- 
ment. For  with  replacements  and  repairs  properly 
attended  to,  there,  is  no  general  decline  in  productive 
eflEiciency.  Even  for  any  individual  item  among  the 
wasting  assets  the  loss  of  productive  efficiency  usually 
comes  as  a  sharp  decline  near  the  end  of  its  period  of 
life  rather  than  a  gradual  deterioration  spread  evenly 
through  its  years  of  use. 

The  depreciation  to  be  reckoned  with  in  the  case  of 
such  properties  is  merely  a  phase  of  cost-keeping — ^a 
device  for  allocating  the  consumption  of  capital  among 
the  successive  years.  The  concrete  facts  to  be  recorded 
as  best  they  may  are  not  the  ''  using  up  of  values  " 
(whatever  that  may  mean)  nor  yet  anything  related 
to  a  deterioration  in  the  service  rendered,  but  merely 
the  actual  expiration  of  part  of  the  aggregate  probable 
period  of  use  of  the  instruments  of  production  on  hand, 
and  the  nearer  approach  of  the  time  when  they  will 
have  to  be  replaced. 

Profits  and  interest,  it  is  very  certain,  cannot  be 
coimted  imtil  the  principal  of  an  investment  is  replaced 
or  provision  is  made  for  its  replacement.  In  the  case  of 
a  business  where  one  item  forms  the  bulk  of  the  income- 
yielding  assets  —  a  steamship,  a  coal  mine,  a  patent 
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right  purchased  at  a  pricey  for  example  —  either  enough 
must  be  set  aside  out  of  annual  earnings  to  replace  the 
original  cost  of  the  property  when  it  is  abandoned  or 
retired,  or  the  proprietors  must  be  content  to  consider 
that  their  mvestment  is  being  returned  to  them  in 
instalments.  If  the  business  is  to  be  continued  on  the 
same  scale  the  replacement  must,  of  course,  be  provided 
for  in  advance  or  else  the  proprietors  must  make  a 
second  investment  equal  in  amount  ^  to  the  first. 

All  this  is  elementary.  It  is  brought  into  the  present 
discussion  merely  to  indicate  clearly  the  conditions 
under  which  a  reserve  for  accrued  depreciation  is  well- 
nigh  indispensable.  But  where  a  property  is  varied 
and  no  single  wasting  asset  or  groujg  of  such  assets  is  of 
dominating  importance  the  case  has  been  shown  to  be 
different.  The  periods  of  use  of  the  different  items  of 
assets  overlap,  so  that  when  depreciation  is  charged 
from  the  beginning  on  each  item,  a  reserve  begins  to 
accrue  on  a  given  item  before  the  reserves  accumulated 
on  accoimt  of  other  items  have  been  diminished  on 
account  of  replacements.  The  permanent  reserve  thus 
created  is  not  needed.  Nothing  corresponding  to  it 
appears  in  the  simpler  case  where  depreciation  is  regis- 
tered on  some  large  asset  representing  the  major  part 
of  the  investment.  It  is  very  likely  that  some  of  its 
defenders  fail  to  distinguish  between  depreciation 
charges  to  provide  for  replacement  and  depreciation  to 
provide  for  liquidation  —  i.  e.  to  maintain  market  value. 

The  fallacy  ia  the  view  that  the  "  reserve  for  accrued 
depreciation  *'  is  a  necessary  record  of  fact  hinges  on 
what  is  from  the  economic  point  of  view  the  more  or  less 
accidental  circumstance  that  the  productive  equipment 
of  an  undertaking  happens  to  be  in  units  of  a  sort  that 
are  defined  as  unite  by  the  customary  categoriee  of  purchase 

1  Ditraguding  ponible  ohaiiCM  in  the  prioM  of  Mpifeal  goods. 
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and  sale.  In  economic  fact  the  property  of  a  public 
service  undertaking  as  a  whole  is  a  productive  unit. 
Consider  it  as  such,  —  then  replacements  appear  merely 
as  repairs  necessary  to  keep  the  whole  property  in  a 
state  of  efficiency.  Repairs  in  this  large  sense  are  of 
course  to  be  counted  as  operating  expenses,  as  is  true 
of  minor  repairs.  But  if  such  repairs  are  fairly  regular 
in  amount  year  by  year  there  appears  to  be  no  inexorable 
reason  why  a  fund  to  provide  for  them  should  be  accu- 
mulated in  advance  and  more  especially  a  fund  that 
will  amoimt  to  much  more  than  the  actual  annual  cost 
of  the  repairs. 

But  another  and  apparently  more  weighty  objection 
may  be  brought  against  thid  denial  of  the  inevitableness 
of  the  depreciation  reserve.  If  no  such  reserve  is  pro- 
vided while  the  property  changes  from  a  condition  of 
newness  to  a  condition  where  it  has  on  the  average  about 
half  its  original  expectation  of  life,  does  this  not  mean 
(if  the  business  has  been  profitable)  that  about  half  the 
original  investment  has  been  returned  to  the  pockets  of 
the  stockholders  ?  And  should  not  the  amount  of  the 
investment  as  it  appears  in  the  balance  sheet  be  written 
down  accordingly  7  This  point  is  apt  to  be  especially 
stressed  by  the  defenders  of  the  depreciation  reserve. 

But  these  questions  cannot  be  answered  categorically. 
There  is  no  necessary  correlation  between  the  mere 
aging  or  even  the  physicial  wear  and  tear  of  capital 
goods  and  the  diminution  of  the  investment.  The 
concrete  facts  in  the  case  are  few.  When  capital  goods 
are  installed  their  cost  is  a  definite  amount  of  invest- 
ment ;  when  they  are  retired  from  use  the  investment  is 
diminished  by  the  amount  of  their  cost,  minus  salvage. 
If  such  capital  goods  are  replaced  promptly  when 
retired,  is  not  the  amount  of  the  investment,  in  every 
real  sense,  kept  intact  7 


Digitized  by 


Google 


652  QUARTERLY  JOURNAL  OF  ECONOMICS 

The  only  assumption  on  which  any  other  answer 
seems  admissible  is  that  in  addition  to  repairs^  replace- 
ments, and  other  costs,  contributions  to  a  reserve  for 
accrued  depreciation  are  contemplated  in  advance  cw 
part  of  the  expected  coats  of  operation  and  consequently 
taken  into  account  in  determining  the  nature  and 
amount  of  the  original  investment.  If  the  investment 
is  made  with  this  expectation,  the  failure  to  maintain 
such  a  reserve  may  very  properly  be  said  to  diminish  it. 

It  can  hardly  be  seriously  urged  that  before  the  days 
of  regulation  by  commissions  a  public  service  company 
ought  to  have  decided  to  build  up  a  useless  depreciation 
reserve.  Against  such  a  supposition  we  have  the  known 
facts  (1)  that  sufeh  was  not  the  general  practice  at  the 
time,  and  (2)  that  the  trend  of  court  decisions  was  to  the 
effect  that  depreciation,  even  against  replacement,  need 
not  be  counted  as  part  of  operating  costs.  ^ 

In  the  absence  of  such  a  reserve  net  profits  for  the 
time  being  *  would  of  coiu"se  have  been  higher  than  if  a 
reserve  had  been  accumulated.  But  to  claim  that  this 
difference  in  the  amount  of  profits  represents  the  return 
to  the  proprietors  of  part  of  the  principal  of  their 
investment  is  to  beg  the  whole  question.  Such  terms 
as  "  diminution  of  investment "  and  "  repayment  of 
principal "  are  clearly  defined  only  in  the  case  of  a 
contractual  loan.  In  the  case  of  a  permanent  industrial 
investment  for  profit  there  is  no  such  definition  at  hand. 
Lacking  it,  we  can  only  turn  to  the  expectations,  plans, 
and  estimates  of  the  proprietors  in  order  to  determine 
what  may  properly  be  called  net  income. 

To  make  the  point  clear  we  may  take  a  marginal  case. 
Suppose  that  an  investment  of  $10,000,000  is  made 

»  See  H.  R.  Hatfield,  Modem  Aoeountbc  pp.  134, 126,  Mid  oeaee  then  eited. 

*  Until  the  properties  had  reached  that  ttaUo  oonditioa  when  nplaeemente  noi^ 
mally  balance  annual  depreciation,  —  and  eimilariy  for  additions  to  the  properties. 
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with  the  expectation  of  maintaiDiiig  the  property  intact 
by  all  necessary  replacements,  but  with  no  idea  of 
accumulating  a  depreciation  reserve.  Suppose  further 
that  if  contributions  to  such  a  reserve  had,  of  necessity, 
entered  into  the  calculations,  the  investment  would  not 
have  been  made,  or,  at  any  rate,  would  have  been 
smaller.  Can  it  be  argued  that  the  failure  to  maintain 
such  a  reserve  is  equivalent  to  repocketing  part  of  the 
original  investment  ? 

In  general,  there  is  a  reasonable  presumption  that  the 
investments  in  undertakings  which  have  not  accumu- 
lated a  depreciation  reserve  were  not  made  with  the 
expectation  that  it  would  be  necessary  to  charge  depre- 
ciation accruals  to  operating  expenses.  It  follows  that 
it  cannot  in  general  be  presiuned  that  the  profits  of  such 
undertakings  have  contained  an  element  which  should 
unquestionably  be  considered  a  repayment  of  part  of 
the  invested  principal.  Accordingly,  serious  objection 
might  properly  be  made  to  a  system  of  compulsory 
accounts  which  requii^  that  property  already  on  hand 
be  written  down  for  depreciations 

The  control  of  accoimting  with  respect  to  property 
acquired  after  the  new  system  of  accounts  is  introduced 
is  quite  another  matter.  These  subsequent  investments 
(including  replacements)  are  made  with  full  knowledge 
of  the  accounting  rules  in  force  and  of  the  way  in  which 
"  profits  ''  are  to  be  defined  and  measm^.  Whether  a 
"  reserve  for  accrued  depreciation  "  should  be  required 
for  such  property  is  piu-ely  a  matter  of  public  policy. 
They  are  not  necessary  to  the  continued  and  successful 
operation  of  the  property.  But  there  are  several  points 
in  their  favor.  Such  inequalities  as  occur  in  the  replace- 
ment needs  of  successive  years  can  be  met  with  less 
shock.  Annual  profits  tend  to  remain  steadier  when 
variations  in  replacements  are  largely  absorbed  by  the 
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variation  of  corresponding  charges  to  the  depreciation 
account  rather  than  being  directly  charged  to  current 
operating  expenses.  And  in  the  case  of  possible  pur- 
chase at  some  future  time  by  the  government  the 
existence  of  adequate  reserves  against  all  accrued  depre- 
ciation would  greatly  simplify  the  problem  of  valua* 
tion  for  sale,  just  as  it  would  eliminate  some  of  the 
difficulties  that  now  attend  the  problem  of  valuation 
of  rate  control. 

From  the  point  of  view  of  public  policy,  then,  the 
depreciation  rules  of  the  Interstate  Commerce  Com- 
mission and  of  the  various  state  commissions  which  have 
followed  its  lead  are  in  general  reasonable  and  appar- 
ently well-advised.  They  seem  open  to  criticism  only 
in  so  far  as  they  compel  the  accumulation  of  deprecia- 
tion charges  on  property  acquired  before  the  rules  were 
put  into  operation.  Under  the  Interstate  Commerce 
Commission's  regulations  such  charges  are  handled 
differently  according  as  the  depreciation  is  allocated  to 
the  period  before  or  after  July  1,  1907.  Depreciation 
accruing  subsequent  to  that  date  on  property  then  in 
existence  is,  of  course,  charged  to  operating  expenses. 
But  this  amount  of  depreciation  is,  as  we  have  seen, 
roughly  offset  by  replacements.  It  is  only  the  depre- 
ciation charged  on  new  additional  equipment  during 
its  first  years  of  use  and  on  old  equipment  before  the 
inauguration  of  the  accounting  system  that  acciunulates 
as  a  permanent  reserve.^  It  is  only  the  practice  of 
reaching  back  into  the  past  for  whatever  depreciation 
is  supposed  to  have  accrued  before  July  1, 1907,  that  is 
open  to  objection. 

*  This  fa  of  ootme  mn  aAHnry  divfaion  of  the  depredatioii  ehwcM.  In  tmoi  tXk 
dflpradntwB  aooruafa  over  and  aboy«  the  amount  of  '*  leellsed  depieefaikm  "  during  a 
year  annitnulate  aa  a  rteenre.  The  *'  leallsed  depiedataon  "  is  in  part  on  equipment 
inMalled  befote  Juljr  1, 1907.  But  there  fa,  neverthetem,  a  rough  equality  bet  weiin  the 
depieeiatkm  realised  in  a  year  and  the  total  amount  of  depieciation  on  equipment  on 
hand  credited  to  lesei^e  during  tlie  year. 


Digitized  by 


Google 


DBPRBCIATION  AND  BATE  CONTROL  655 

But  even  in  this  respect  the  case  is  less  serious  than 
might  be  supposed.  During  the  first  two  years  of  the 
new  accounting  regime,  it  is  true,  all  of  the  realized 
depreciation  (cost  minus  salvage)  on  equipment  retired 
seems  to  have  been  charged  directly  to  operating 
e3q)en8es.  But  under  the  present  rules  that  part  of 
realized  depreciation  which  is  allocated  to  the  period 
before  July  1,  1907,  is  charged  directly  to  profit  and 
loss,  and  the  companies  have  the  option  of  changing  such 
depreciation  in  the  same  manner  before  the  equipment 
is  retired.  The  effect  of  thus  debiting  these  retroactive 
depreciation  charges  to  profit  and  loss  rather  than  to 
operating  expenses  is  to  write  down  the  investment 
shown  in  the  property  account  without  providing  for  an 
equivalent  increase  in  other  assets.  Instead  the  amount 
is  deducted  from  the  accumulated  surplus  (or  added  to 
the  accumulated  deficit)  of  the  company.  This  does 
not  affect  annual  earnings  and  it  wUl  not  often  affect 
dividends.  This  method  of  disposing  of  retroactive 
depreciation  charges  tends  to  bring  the  whole  property 
account,  so  far  as  it  represents  wasting  assets,  into  line 
with  the  new  requirements. 

But  it  will  be  many  years  at  best  before  the  property 
accounts  of  most  American  railroads  will  have  much 
significance,  apart  from  that  attached  to  their  annual 
fluctuations.  For  railroads,  as  for  lesser  public  utilities, 
the  sum  of  permanent  investments  on  which  earnings 
are  to  be  permitted  can  rarely  be  ascertained  from  the 
printed  balance  sheet.  This  being  the  case,  there  is 
no  reason  why  either  the  Commission  or  the  courts 
should  consider  these  new  accounting  devices  as  throw- 
ing any  light  on  the  amount  of  the  investment  up  to 
July  1,  1907.  The  retroactive  part  of  the  depreciation 
charges  should  have  no  bearing  upon  the  valuation 
of  railroad  properties.     In  the  long  run  there  will  be  no 
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substantial  injustice  to  the  railroads  so  long  as  the  depre- 
ciation accounts  remain  merely  a  device  for  helping  to 
determine  what  portion  of  gross  earnings  shall  be  avail- 
able for  distribution  as  net  earnings. 

This  brings  us  back  to  our  main  problem.  The  signif- 
icance of  our  lengthy  digression  into  the  matter  of 
accounting  regulations  should  now  be  apparent.  To 
Himiniflh  the  valuation  of  a  railroad  or  other  public 
service  property  on  account  of  depreciation  is  to  assume 
that  depreciation  should  have  been  charged  on  each 
item  of  plant  and  equipment  from  its  first  installation. 
If  the  accounts  of  the  company  had  been  subject  to 
regulation  from  the  beginning,  and  if  the(/ accounting 
regulations  had  provided  for  depreciation^  charges,  no 
exception  could  be  taken  to  the  recognition  of  deprecia- 
tion as  an  element  to  be  taken  into  account  in  valuation. 
But  in  such  a  case  valuation  would  be  unnecessary. 
The  accounts  would  tell  the  story.  Lacking  such 
accounts  we  turn,  perforce,  to  the  value  (there  is  no 
better  word)  of  the  tangible  properties  as  affording 
about  the  only  available  evidence  of  the  amount  of 
investment  entitled  to  a  return.  If  the  company  has 
not  set  apart  some  of  its  annual  earnings  on  account  of 
depreciation,  shall  we  assume  that  it  should  have  done 
so,  and  scale  down  the  value  of  the  property  accordingly? 

With  the  exception  of  the  St.  Louis  Public  Service 
Conmiission  all  of  the  commissions  that  have  squarely 
faced  this  question  have  answered  in  the  aflSrmative. 
So  has  the  United  States  Supreme  Court.  But  the 
St.  Louis  Commission,  in  the  cases  previously  cited,^ 
has  held  that  if  replacements  and  renewals  have  been 
properly  attended  to,  no  deduction  for  depreciation 
should  be  made.     To  assume  that  a  company  should 

I  Supfm,  p.  682, 11016. 
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have  provided  for  a  depreciation  reserve  over  and  above 
its  provision  for  replacements  is,  in  effect,  to  assume 
that  the  absence  of  such  a  provision  means  that  some 
of  the  investment  has  been  returned  to  the  stockholders 
along  with  their  ordinary  profits.  To  inquire  into  this 
last  matter,  says  the  St.  Louis  Commission,  is  virtually 
to  regulate  past  profits  —  and  that  task  it  refuses  to 
attempt. 

This  conclusion  of  the  St.  Louis  Commission  is,  of 
course,  in  line  with  the  general  results  of  our  analysis 
of  depreciation  charges.  The  case  for  the  position  of 
the  St.  Louis  Commission  seems  to  be  stronger,  how- 
ever, if  we  put  aside  the  difficult  questions  suggested  by 
the  reference  to  the  possible  regulation  of  past  profits, 
and  again  recall  (1)  that  ^'  income  '^  and  "  repayment 
of  principal ''  are  not,  in  fact,  easily  separable,  and 
(2)  that  the  expectations  of  the  investors  as  to  the  ex- 
pense of  maintaining  the  invested  capital  intact  may 
properly  be  taken  as  a  criterion,  provided  that  the  plans 
thus  made  and  followed  are  adequate  to  maintain  the 
productive  efficiency  of  the  plant  and  equipment  and 
are  in  harmony  with  both  prevailing  business  practice 
and  current  legal  decisions. 

But  the  contrary  view  is  the  usual  one.  The  opinions 
of  the  Wisconsin  Railroad  Commission  may  be  taken  as 
representative,  since  that  body  was  a  pioneer  in  this 
field  and  its  precedents  have  been  largely  followed  by 
other  commissions.  In  one  of  its  leading  cases  it  has 
held  as  follows: 

Depreciation  may  be  described  as  the  amount  that  must  be  regularly 
set  aside  to  cover  wear  and  tear,  etc.,  in  order  to  keep  the  original 
investment  intact.  It  is  an  operating  expense  and  should  be  borne 
by  the  customers  through  the  rates  paid  by  them  for  the  services 
rendered  by  the  utility.  But  when  depreciation  is  so  bome  by  them, 
it  should  be  set  amde  until  needed  for  the  renewal  of  wom  out  or 
useless  parts  of  the  plants.    If  under  these  conditions  it  is  not  so  set 
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funde  and  used,  but  diverted  to  the  stockholden  for  thdr  use  or 
penonal  b^efit,  this  diversion  is  tantamount  to  the  payment  of 
dividends  out  of  the  capital.  It  sunply  means  that  the  money 
contributed  by  the  consumers  for  the  upkeep  of  the  plant  and  the 
investment  has  been  paid  over  to  the  stockholders  instead  of  bdmg 
devoted  to  the  purposes  for  which  it  was  properly  intended.  It  can 
mean  nothing  else.  Since  depreciation,  in  a  sense,  is  intended  to 
keep  the  investment  intact,  it  necessarily  follows  that  by  turning 
it  over  to  the  stockholders,  a  part  of  their  capital  is  in  reality 
returned  to  them,  and  that  this,  in  turn,  is  redudng  their  investment 
in  the  plant.  Since  their  investment  is  thus  reduced,  it  would  also 
seem  that  there  should  be  corresponding  reductions  in  the  amount 
upon  which  the  rates  paid  by  the  consumers  are  based.  There  would 
certainly  seem  to  be  instances  where  no  other  course  would  be 
equitable  all  around,  unless  the  capital  that  has  thus  been  with- 
drawn by  the  stockholders  is  restored  to  the  depreciation  fund. 
Investors  no  more  than  any  one  else  can  both  eat  their  cake  and  have 
it.  Equal  justice  between  investors  and  customers  requires  that 
under  normal  conditions  the  rates  paid  by  the  latter  should  be  high 
enough  to  meet  all  reasonable  costs  and  to  keep  the  investment 
intact.  Under  such  conditions  justice  also  requires  that  the 
amounts  thus  paid  by  the  customers  should  be  devoted  to  the  pur- 
poses for  which  th^  were  properly  intended.  Deviations  from  this 
should  not,  as  a  rule,  become  a  charge  against  the  consumers.  If  the 
stockholders,  instead  of  keeping  up  the  plant,  have  appropriated 
for  thdr  own  use  the  money  contributed  by  the  consumers  for  this 
purpose,  the  amount  so  appropriated  should  either  be  returned  to 
the  depreciation  fund  or  dieducted  from  the  valuation  upon  which  the 
rates  are  based.^ 

This  argument  b^s  the  question.  It  assumes  that 
unless  a  useless  depreciation  reserve  is  accumulated, 
money  contributed  by  consumers  has  been  put  into  the 
pockets  of  stockholders  as  a  virtual  repayment  of  some 
of  the  capital  or^inally  invested.  We  have  seen  that 
such  an  assumption  is  unwarranted.  Further  examinar- 
tion  of  the  opinion  of  the  Wisconsin  Commission  in  the 
same  case  shows  that  that  Commission  was  confusing 
depreciation  for  replacements  with  physical  depreciar 
tion  as  measured  by  the  lapse  of  time.  The  opinion 
states  that  "  as  depreciation  is  constantly  going  on, 

1  Hffl  ▼.  Antico  Wator  Co.,  8  W.  R.  C.  R.  641. 
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the  charges  by  which  it  is  covered  should  also  be  regular. 
That  is,  a  sufficient  amount  of  money  should  be  set 
aside  each  year  to  cover  the  cost  of  replacing  each  part 
of  the  plant  as  it  becomes  useless  or  unfit  for  further 
use."  Evidently  the  Wisconsin  Commission  regards 
depreciation  sufficient  to  cover  replacement  as  entirely 
adequate.  It  fails  to  see  that  if  a  public  service  prop- 
erty has  been  properly  maintained,  all  depreciation 
necessary  to  replacements  is  automatically  absorbed 
by  replacements  and  renewals  themselves,  and  that  the 
fmther  acciunulation  of  a  depreciation  reserve,  useless 
for  replacement  purposes,  is  a  burden  which  it  is  neither 
necessary  nor  just  to  assume  should  have  been  self- 
imposed  by  the  companies. 

Further  inconsistencies  are  found  in  other  opinions 
of  the  Wisconsin  Commission.  Thus  we  find  in  the 
case  of  State  Journal  Printing  Co.  v.  Madison  Gas  and 
Electric  Co. : ^  "In  the  long  run  the  total  renewals 
should  amoimt  to  the  total  depreciation,  but  for  any 
given  period  there  may  be  wide  differences  between 
them.  During  the  earlier  years  of  the  life  of  the  plant 
the  depreciation  is  likely  to  be  the  greater.  During 
some  at  least  of  the  subsequent  years  the  renewals  are 
apt  to  be  the  greater.'^  Not  only  this  definite  state- 
ment, but  the  general  run  of  the  opinion  in  the  case, 
indicate  that  the  Wisconsin  Commission  seems  to  think 
that  a  depreciation  reserve  is  something  which  will 
sooner  or  later  in  the  normal  course  of  events  be  needed 
for  replacements  or  renewals.  We  have  seen  that  such 
is  not  the  case.  The  Wisconsin  Commission's  decisions 
on  this  matter  can  be  given  little  weight,  for  they  are 
based  upon  an  erroneous  conception  of  the  facts.  In 
a  more  recent  case '  the  same  Conmiission  says,  "  the 

I  4  W.  B.  C.  R.  660. 

t  Kingv.  WMeoodn Tdephane Co..  10  W.  R.  C.  R.  621. 
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depreciation  reserve  should  ordinarily  be  sufficient  to 
provide  for  wear  and  tear,  obsolescence,  and  inade- 
quacy/' but  in  thdr  actual  valuation  work  the  Com- 
mission insists  that  Ijhe  depreciation  reserve  shall  in 
effect  be  much  largerVhan  this  —  larger  in  fact  by 
practically  the  whole  am^^nt  of  the  sum  deducted  from 
the  valuation  on  accoimt  oPj^^reciation." 

In  the  decisions  of  the  SupM^fi  Court  we  find  pre- 
cisely the  same  inconsistencies.^  ^[^^te  first  definite 
pronouncement  on  this  point '  the  C^j^eld:  "  The 
cost  of  reproduction  new  is  one  way  of  ascM^ning  the 
present  value  of  a  plant  like  a  water  compan^but  that 
test  would  lead  to  obviously  incorrect  results^tf  the 
cost  of  reproduction  is  not  diminished  by  the  dep^cia- 
tion  which  has  come  from  age  and  use."  But  i\is 
important  to  know  the  reasoning  on  which  this 
elusion  rested.  This  is  given  in  another  part  of 
opinion:  ^ 

A  water  planti  with  all  its  additions,  begins  to  depreciate  in  value    \ 
from  the  moment  of  its  use.    Before  coming  to  the  question  of  profit      v 
at  all  the  company  is  entitled  to  earn  a  sufficient  sum  annually  to 
provide  not  only  for  cuirent  repairs  but  for  making  good  the  depre- 
ciation and  replacing  the  parts  of  the  property  when  they  come  to 

^  Quite  apart  from  the  matter  of  the  aoouraejr  of  the  Court's  interpretation  of  the 
facta  there  is  room  to  surmise  that  its  decisions  have  been  given  undue  weight  by  state 
commissions.  The  general  attitude  toward  such  matters  taken  by  the  Court  —  bur- 
dened with  the  duty  of  regarding  rates  established  by  legislatures  or  commissions  as 
prima  fade  reasonable  and  Just  —  is  vety  different  from  that  which  would  naturaUy  be 
taken  by  a  commission,  charged  with  the  duty  of  doing  even-handed  Justice  as  between 
public  utility  companies  on  the  one  hand  and  the  consumers  of  their  products  or  services 
on  the  other.  The  Supreme  Court  has  decided  merely  that  prescribed  rates  which  may 
not  perhaps  give  a  fair  rate  of  return  upon  values  measured  by  cost  of  reproduction  new.  • 
without  allowance  for  depredation,  are  not  on  that  account  so  sur^  and  definitely 
confiscatory  that  they  must  be  declared  unconstitutional.  A  bald  declaration  like 
*'  when  the  estimate  of  value  is  made  on  the  cost  of  reproduction  new,  the  extent  of 
existing  depreciation  should  be  shown  and  deducted  "  (230  U.  8.  457)  should  not  be 
isolated  from  its  proper  context  nor  interpreted  without  due  regard  to  the  necessary 
difference  between  the  factors  which  control  the  decision  of  the  Supreme  Court  of  the 
United  States  in  passing  upon  the  constitutionality  of  state  legislation  and  those  other 
faeton  which  should  control  the  decision  of  a  public  utility  commission  in  determining  a 
reasonable  level  of  rates. 

s  Knozvffle  ▼.  Knoxville  Water  Co..  S12  U.  8.  7  (1000). 


Digitized  by 


Google 


DBPRECIATION  AND  RATE  CONTROL  661 

the  end  of  their  life.  The  company  is  not  bound  to  see  its  property 
gradually  waste,  without  making  provision  out  of  earnings  for  its 
replacement.  It  is  entitled  to  see  that  from  earnings  the  value  of 
the  property  invested  is  kept  unimpaired,  so  that  at  the  end  of  any 
given  term  of  years  the  original  investment  remains  as  it  was  at  the 
b^pjoming.  It  is  not  only  the  right  of  the  company  to  make  such  a 
provision,  but  it  is  its  duty  to  its  bond  and  stockholders,  and,  in  the 
case  of  a  public  service  corporation  at  least,  its  plain  duty  to  the 
public.  If  a  different  course  were  pursued  the  only  method  of 
providing  for  replacement  of  property  which  has  ceased  to  be  useful 
would  be  the  investment  of  new  capital  and  the  issue  of  new  bonds 
or  stocks.  This  course  would  lead  to  a  constantly  increasing  vari- 
ance between  present  value  and  bond  and  stock  capitalization  — 
a  tendency  which  would  inevitably  lead  to  disaster  either  to  the 
stockholders  or  to  the  public,  or  both.  If,  however,  a  company 
fails  to  perform  this  plain  duty  and  to  exact  sufficient  returns  to 
keep  the  investment  imimpaired,  whether  this  is  the  result  of 
unwarranted  dividends  upon  over-issues  of  securities  or  of  omissions 
to  exact  proper  prices  for  the  output,  the  fault  is  its  own.  When, 
therefore,  a  pubhc  regulation  of  its  prices  comes  under  question  the 
true  value  then  employed  for  the  purpose  of  earning  a  return  cannot 
be  enhanced  by  a  consideration  of  the  errors  in  management  which 
have  been  conmdtted  in  the  past. 

So  far  as  this  means  that  a  company  should  not  be 
allowed  to  add  the  cost  of  replacements  to  its  capital 
account;  it  would  command  general  assent.  But  so  far 
as  it  means  that  a  "  reserve  for  accrued  depreciation  " 
should  have  been  maintained  or  (what  comes  to  the 
same  thing)  that  public  service  property  should  be 
"  depreciated  "  in  a  valuation,  it  defeats  its  own  pur- 
poses. The  gist  of  the  argument  is  that  depreciation 
should  have  been  counted  from  the  beginning  in  order 
to  provide  for  replacements.  But  we  have  seen  that  as  a 
rule  a  reserve  for  accrued  depreciation  cannot  be 
absorbed  by  replacements.  To  deduct  from  gross 
valuation  on  account  of  depreciation  is  to  assume 
implicitly  that  depreciation  charges  should  have  been 
more  than  adequate  to  cover  replacement,  the  surplus 
being  measured  (in  general)  by  about  the  whole  amount 
of  the  deduction.     The  Supreme  Court  has  fallen  into 
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the  same  error  of  fad  which  entrapped  the  Wisconsin 
Commission.  The  deduction  for  depreciation  cannot 
be  justified  by  appealing  to  the  necessity  of  providing 
for  replacements.^ 

The  present  paper  has  been  concerned  only  with  the 
fundamental  principles  of  depreciation  as  related  to  the 
problems  of  valuation  for  purposes  of  rate  control.  For 
simplicity's  sake  the  only  sort  of  depreciation  that  has 
been  considered  is  that  common  and  imiversal  sort 
which  is  measured  by  the  approach  of  the  time  when, 
in  the  normal  course  of  events,  replacements  will  have 
to  be  made.  And  the  public  service  properties  which 
we  have  had  in  mind  are  sufficiently  large  and  varied 
to  give  the  necessary  validity  to  the  assumption  that 
depreciation  accruals  and  replacements  come  in  fairly 
regular  amounts  in  successive  years. 

There  are  many  cases  which  these  general  assump- 
tions do  not  fit  and  for  which  our  conclusions  have  to  be 
correspondingly  modified.  In  a  small  railroad  the  cost 
of  a  certain  bridge  may  be  a  disproportionately  large 
item,  and  it  may  be  impossible  to  replace  it  from  earn- 
ings except  by  the  gradual  accumulation  of  a  deprecia- 
tion reserve.  In  the  valuation  of  such  a  railroad  an 
allowance  should  be  made  for  the  depreciation  of  the 
bridge.  So  with  small  public  utilities  for  which  the 
power  plant  or  some  other  wasting  asset  may  be  of 
dominating  importance.  But  the  principle  of  such 
exceptions  is  simple. 

Nothing  has  been  said  about  "  depreciation  for  obso- 
lescence." Obsolescence  is  unlike  depreciation  by 
reason  of  age  because  it  cannot  be  foretold  in  advance  — 

t  In  The  MiniiMOto  Rate  Caeee  (230  U.  8.  359.  dedded  in  1913,  ibe  Court  again 
ruled  that  allowanoe  for  deiirDoiation  ahould  be  made  in  a  raluatioik  baaed  on  eoat  of 
leproduotion.     In  rapport  of  the  nilinK  it  merely  cited  the  opinion  in  the  KnozviUe 
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even  as  an  average  for  a  group  of  items.  Obsolescence, 
then,  is  a  matter  of  fact,  not  of  formula.  Any  reserve 
established  to  cover  losses  on  account  of  obsolescence 
is  really  a  special  contingency  reserve,  —  more  closely 
analogous  to  an  insurance  fund  than  to  an  ordinary  de- 
preciation reserve.  Whether  allowance  should  be  made 
for  obsolescence  in  valuation  procedure  is  quite  a  dif- 
ferent question  from  that  which  we  have  been  con- 
sidering and  its  answer  involves  considerations  that  lie 
outside  the  scope  of  the  present  paper.^ 
Summarized,  our  conclusions  then  are : 

1.  If  depreciation  charges  have  not  been  required  by 
public  authority,  it  cannot  be  assumed  that  the  pro- 
prietors of  a  large  public  service  imdertaking  should 
have  accumulated  a  reserve  for  accrued  depreciation. 

2.  The  absence  of  such  a  reserve  does  not  necessarily 
mean  that  part  of  the  principal  of  the  investment  has 
been  returned  to  the  proprietors. 

3.  In  valuation  for  purposes  of  rate  control  no  deduc- 
tion should  be  made  on  account  of  the  depreciation  of 
large  and  varied  properties,  except  for  depreciation 
allocated  to  a  period  in  which  depreciation  accruals 
were  regularly  charged  to  operating  expenses. 

Alltn  A.  Young. 

COBMBLL  UNnrKBfllTT. 


>  Tha  raUthre  meriU  of  diffefent  methodi  of  apportioniiic  d0pnd»tion  Mnong  ths 
FMMof  lifeof  anitemofaquiiMiienthayBmiwbeenpMMdorw.    For  eonvanienoe  it  has 

bean  ■■§!! I  that  depredation  oharsee,  if  imposed  at  all,  are  to  be  apportibned  by  the 

'*  ■traight-ttne  method  "  (equal  annual  ineiemente).     But  the  argument  U  quite  inde-  ^ 
i  of  thie  aewimption. 
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III.  Umimate  Results  of  PERBomNG  and 
Regulating  Combinations 

In  the  preceding  lectures  (printed  in  this  Journal  for 
May,  1914)  we  have  undertaken  to  show  that  it  is 
necessary  either  to  prohibit  and  destroy  the  trusts  and 
pools  or  to  r^ulate  their  prices  and  profits.  Merely 
to  prohibit  unfair  competitive  methods  and  to  deprive 
combinations  of  special  privil^es  would  not,  in  all 
probabihty,  remove  their  power  to  extort  monopoly 
prices.  We  further  sought  to  show  that  it  is  possible 
to  prevent  the  formation  of  combinations  having 
effective  monopoly  power,  aad  possible  also  in  large 
measure  to  break  up  such  combinations  as  already 
exist.  The  American  people,  therefore,  are  in  a  position 
to  choose  between  the  policy  of  regulating  permitted 
trusts  and  pools,  and  the  policy  of  prohibiting  and 
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destroying  them.  In  making  this  choice  they  must 
first  consider  what  would  be  the  difficulties  and  what 
the  probable  results  of  a  policy  of  regulation.  They 
must  then  consider  whether  the  advantages  of  combina- 
tions from  the  standpoint  of  efficiency  and  economy  are 
great  enough  to  justify  permitting  them  to  exist  despite 
the  difficulties  of  regulating  them. 

Few  of  those  who  have  advocated  the  policy  of  per- 
mitting combinations  to  exist  subject  to  regulation  by 
the  government  seem  to  have  given  much  thought  to 
the  magnitude  of  such  a  task,  its  difficulties,  or  its 
ultimate  outcome.  They  have  had  in  mind  the  com- 
paratively few  closely  knit  trusts  of  the  present  time, 
or  possibly  only  a  part  of  those  trusts.  They  have  had 
in  mind  particularly  the  so-called  ''  good  "  trusts  with 
their  alleged  superior  efficiency  and  their  more  or  less 
reasonable  policy  toward  the  public. 

In  the  first  place,  it  would  be  difficult  to  limit  the 
number  of  trusts  under  such  a  policy.  It  is,  of  course^ 
conceivi&ble  that  the  government  should  undertake  to 
suppress  combinations  in  general,  while  permitting  a 
few  particular  trusts  to  exist.  A  limited  number  of 
trusts  might  be  tolerated,  not  because  of  the  good 
motives  or  exceptional  ability  of  their  ma^nagers,  but 
because  of  special  economic  characteristics  of  the 
industries  concerned  which  tended  to  make  combination 
particularly  economical  or  to  make  the  maintenance  of 
competition  peculiarly  difficult.  Such  a  plan  would  not 
necessarily  lead  to  unreasonable  discrimination  between 
individuals  and  classes,  tho  to  determine  what  were  the 
extraordinary  conditions  justifying  the  existence  of  a 
trust  would  be  extremely  hard.  If,  however,  the 
people  once  concede  the  right  of  a  monopolistic  com- 
bination to  exist,  independently  of  extraolxlinary 
conditions,  a  sense  of  justice  should  apparently  compel 
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them  to  permit  combinations  ad  Itbitum.  What  is 
sauce  for  the  goose  is  sauce  for  the  gander.  Under  no 
theory  of  justice  could  all  the  trusts  heretofore  organized 
be  permitted  to  continue  without  granting  permission 
to  organize  trusts  in  every  other  field.  Moreover,  if 
the  government  permitted  trusts  freely  to  organize,  it 
would  have  to  permit  pools  also,  at  least  until  it  was 
demonstrated  that  the  trusts  had  material  economies 
and  other  advantages  and  that  the  pools  had  no  such 
advantages. 

In  the  second  place,  it  would  seem  that  if  combina- 
tions having  power  to  restrain  trade  are  to  be  permitted 
at  all,  they  must  be  permitted  to  become  as  compre- 
hensive as  they  desire.  Why  should  a  combination 
not  be  allowed  to  take  over  100  per  cent  of  the  busiaess 
in  its  field  quite  as  readily  as  90  or  80  or  70  per  cent  ? 
Very  few  persons  desire  to  prohibit  combinations  which 
control  only  a  small  proportion  of  a  given  industry  and 
which  possess  no  possible  monopoly  power;  but  if  we 
permit  that  limit  to  be  overstepped  at  all,  there  is  no 
limit. 

One  can  only  speculate  how  numerous  and  how  com- 
prehensive the  trusts  and  pools  would  become  if  the 
policy  were  adopted  of  permittiag  them  freely  but 
subjecting  them  to  regulation.  Presumably  the  dis- 
inclination to  submit  tiiemselves  to  government  regu- 
lation would  prevent  busiaess  men  from  forming 
combinations  as  imiversally  as  they  would  if  combina- 
tions were  permitted  without  regulation.  It  is  quite 
possible  that  the  field  of  combination  would  become 
immensely  great.  In  all  probability  it  would  become 
far  greater  than  at  present.  Beyond  question,  more- 
over, every  combination,  unless  prevented  by  the 
government,  would  take  in  just  as  large  a  proportion 
of  the  trade  as  could  be  persuaded  to  enter  it.  In  many 
cases  this  would  mean  the  entire  trade. 
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If  combinations  were  freely  permitted  and  no  limit 
placed  upon  their  magnitude^  neither  actual  nor  poten- 
tial competition  would  be  an  adequate  check  upon 
prices  and  charges  for  service.  This  was,  I  think, 
sufficiently  demonstrated  in  the  first  lecture.  Govern- 
ment regulation  would  unquestionably  be  necessary. 

Some  have  suggested  that  regulation  would  be  com- 
paratively simple.  Good  trusts  would  be  left  alone 
and  only  bad  trusts  interfered  with,  and  the  fear  of 
government  intervention  would  make  most  of  the  trusts 
good.  The  government,  some  seem  to  think,  could 
let  the  trust  go  its  own  way  until  it  was  proved  to  have 
become  extortionate  or  to  have  used  unfair  competitive 
methods,  and  could  then  step  in  and  punish  its  officers, 
or  suspend  its  right  to  do  business  for  a  season,  or  even 
dissolve  it  altogether.  Such  a  course  is  fundamentally 
inconsistent  with  the  principle  of  permitting  combina- 
tions at  all.  How  is  the  trust  manager  to  know  in 
advance  what  prices  or  what  practices  will  be  adjudged 
so  unreasonable  as  to  call  for  criminal  prosecution  ? 
What  advantage  would  there  be  in  breaking  up  a  trust 
the  first  time  it  went  too  far,  if  another  trust  could  be 
formed  in  its  place  the  next  day  ?  It  would  be  intoler- 
able to  the  users  of  the  products  or  the  services  of  a 
trust  to  stop  its  business,  even  temporarily,  as  a  punish- 
ment for  imreasonable  prices  or  unfair  methods  of 
competition.  A  good  trust  may  become  a  bad  trust 
overnight.  Shall  it  be  a  lawful  organization  today  and 
an  outlawed  wreck  tomorrow  ?  Regulation  of  com- 
binations impUes  continuity  of  the  combinations. 

Even  if  the  government  adopted  the  poUcy  of  punish- 
ing trust  managers  or  breaking  up  combinations,  as  a 
penalty  for  extortionate  prices  and  unfair  practices,  it 
would  require  almost  as  thoro  and  continuous  investi- 
gation and  quite  as  difficult  judgment  on  the  part  of  the 
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gQvemment  to  determine  when  to  inflict  such  penalties 
as  to  determine  the  proper  prices  and  practices  for  the 
future.  It  would  be  most  unjust  to  take  drastic  action 
against  a  trust  or  its  managers  without  possession  of 
most  detailed  knowledge  of  all  the  conditions. 

In  its  very  essence,  however,  regulation  implies,  not 
punishment  of  past  action,  but  prescription  of  future 
action.  This  means  simply  that  the  government,  if  it 
undertakes  to  regulate  the  trusts  and  combinations, 
will  ultimately  have  to  fix  their  prices  or  limit  their 
profits,  or  both.  After  all,  the  one  thing  in  which  the 
general  public  is  interested  is  the  reasonableness  of 
prices  and  charges..  The  prevention  of  combinations 
in  restraint  of  trade  and  of  unfair  competitive  methods 
are  not  ends  in  themselves.  There  is  no  way  to  insure 
reasonable  prices  under  monopoly  except  to  restrict 
them,  —  to  fix  them  outright,  or  to  limit  the  profits  in 
such  a  way  as  to  remove  the  incentive  to  unreasonable 
prices. 

If  the  government  enters  upon  the  policy  of  fixing 
prices  and  profits  strictly,  ought  it  not  to  go  a  step 
further  and  guarantee  to  the  combinations  a  permanent 
monopoly,  protecting  them  against  competition  7  It 
has  long  been  lu'ged  by  the  owners  of  railroads  and  other 
public  service  industries  that  justice  to  investors 
demands  protection  against  competition  as  a  concomi- 
tant of  regulation  of  rates  and  charges.  The  public 
has  been  gradually  coming  to  accept  this  view.  If  for 
a  series  of  years  the  investor  in  trust  seciuities  has  had 
his  profits  held  down  to  a  low  percentage  by  govern- 
ment regulation,  it  is  hardly  fair  for  the  government  to 
permit  those  profits  to  be  still  fmrther  lowered,  perhaps 
wholly  destroyed,  by  the  advent  of  a  competitor. 

Whatever  might  be  the  outcome  of  government 
regulation  in  this  respect,  there  can  be  no  doubt  of  the 
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immense  difficulty  of  just  and  efficient  regulation  of  the 
prices  or  the  profits  of  industrial  combinations.  As 
ah-eady  shown,  the  field  to  be  covered  by  regulation 
would  probably  be  exceedingly  wide  and  diverse.  The 
federal  government  and  the  states  would  have  to 
maintain  elaborate  and  powerful  machinery  to  control 
the  combinations.  The  task  of  regulation  could  not 
possibly  be  left  to  the  courts,  lacking  as  they  are  in  the 
necessary  machinery  for  investigation  and  occupied 
as  they  are  with  many  other  duties. 

Consider  for  a  moment  the  natiure  of  the  task  which 
would  confront  such  an  administrative  body.  In  the 
first  place,  it  would  have  to  possess  at  all  times  detailed 
information  regarding  all  the  concerns  under  its  juris- 
diction. It  could  not  rest  content  with  making  special 
investigations  from  time  to  time  on  its  own  initiative  or 
on  complaint.  Railroad  rates  and  the  charges  of  public 
service  corporations  are  ordinarily  comparatively  stable, 
and  properly  so;  but  the  prices  of  many  other  com- 
modities, if  not  of  most,  are  necessarily  variable.  The 
costs  of  materials  may  change  greatly  and  rapidly.  The 
conditions  of  demand  are  changeable.  Grave  injmry 
miglht  be  done  to  the  public  during  the  time  required  for 
securing  information  on  which  to  base  action  if  such 
information  were  not  continuously  in  the  possession  of 
the  regulating  authority.  Even  annual  reports  would 
not  always  be  adequate;  quarterly  or  monthly  data 
might  be  required. 

In  the  second  place,  the  amoimt  of  detail  involved 
would  be  enormous.  A  proper  fixing  of  prices  would 
require  complete  knowledge  of  the  costs  of  production 
and  of  the  amount  of  investment.  In  order  to  make 
sure  of  obtaining  accurate  information,  the  government 
would  have  to  prescribe  the  methods  of  accounting.  It 
would  be  impossible  to  prescribe  uniform  methods,  as 
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is  done  by  the  Interstate  Commerce  Commission  in  the 
case  of  the  raikoads.  The  bewildering  variety  of  con- 
ditions in  the  different  industries  would  have  to  be 
provided  for.  On  the  basis  of  accounting  methods 
thus  prescribed,  detailed  reports  would  have  to  be 
made  to  the  government  and  these  would  have  to  be 
scrutinized  and  studied  with  utmost  care.  The  federal 
government  particularly  would  have  to  employ  a  vast 
corps  of  expert  accountants,  statisticians,  and  specialists 
familiar  with  the  peculiar  conditions  in  the  different 
industries. 

The  di£5iculties  of  cost  accounting  are  so  great  that 
many  even  of  the  largest  business  concerns  have  found 
it  impossible  to  ascertain  the  costs  of  their  products  on 
scientific  principles,  or  at  any  rate  have  considered  it  not 
worth  while  to  incur  the  necessary  expenses  for  that 
purpose.  The  business  concern  can  get  along  without 
accurate  knowledge  of  its  own  costs.  Its  prime  interest 
is  in  demand  and  in  profits.  The  government,  however, 
in  fixing  prices,  must  know  all  about  costs  —  both  oper- 
ating costs  and  capital  charges.  They  are  the  very 
things  which  primarily  determine  the  reasonableness  of 
prices.  The  limiting  of  profits  would  require  somewhat 
less  detailed  information  than  the  limiting  of  prices,  but 
would  still  require  a  vast  mass  of  data. 

In  the  third  place,  the  determination  of  costs  and  of 
investment  for  the  purpose  of  fixing  prices  or  profits 
would  involve  immensely  difficult  problems  of  judg- 
ment. The  judgment  of  the  regulating  body  would  be 
constantly  challenged  by  the  combinations  and  the 
probiftble  result  would  be  endless  Utigation.  The  proper 
allowance  for  depreciation  and  obsolescence,  the  proper 
apportioiiment  of  overhead  charges  among  different 
products  and  services,  the  proper  methods  of  valifing 
the   different   dements   of   investment,  —  these   and 
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siinilar  matters  would  have  to  be  passed  upon  by  the 
regulating  authority.  Such  problems  are  difficult 
enough  as  they  confront  the  Interstate  Commerce  Com- 
mission, which  has  to  deal  with  one  kind  of  business 
only.  They  would  be  far  more  difficult  for  a  body  deal- 
ing with  multifarious  combinations  in  widely  d^ering 
industries. 

Even  if  the  regulating  authority  should  succeed  in 
working  out  a  satisfactory  determination  of  costs  of 
production  and  value  of  investment^  it  would  still  be 
beset  with  troubles  in  fixing  prices  or  limiting  profits. 
Demand  for  goods  is  variable  even  in  non-competitive 
industries.  Even  if  the  combinations  should  be  pro- 
tected against  competition  from  domestic  concerns, 
foreign  concerns  would  have  to  be  reckoned  with. 
Unchanging  prices  or  prices  bearing  an  unchanging 
relation  to  costs  would  not  be  practicable  in  mining, 
manufacturing  and  mercantile  business.  A  combina- 
tion might  at  times  be  justified  in  reducing  prices  and 
consequently  profits  below  a  normal  level  in  order  to 
stimulate  demand  and  keep  its  force  employed,  or  in 
order  to  meet  foreign  competition.  The  government 
would  have  then  to  determine  to  what  limit  prices  or 
profits  could  subsequently  be  advanced  in  order  to  offset 
these  reductions.  In  other  words,  the  government 
would  be  dealing  with  a  constantly  changing  problem  of 
demand,  just  as  the  manager  of  any  private  business 
does.  Particularly  difficult  would  be  the  fixing  of 
proper  prices  for  products  produced  at  joint  cost. 
Take  petroleum,  for  example.  A  wide  variety  of  com- 
modities are  derived  from  the  one  raw  material,  crude 
oil.  Some  of  these  are  in  so  little  demand  that  they 
must  be  sold  for  less  than  the  price  of  crude  oil  itself. 
Others  are  in  great  demand  and  can  be  sold  for  high 
prices.     It  is  impossible  to  use  cost  as  a  basis  for  deter-* 
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mining  prices  of  the  specific  products.  The  relative 
demand  for  the  several  products  varies  from  day  to  day. 
Fot  a  regulating  body  to  determine  the  proper  relation- 
ship of  the  prices  of  these  joint  products  is  virtually 
impossible.  This  and  several  other  important  indus- 
tries would  have  to  be  regulated,  if  at  all,  by  limiting 
profits  rather  than  prices. 

It  is  sometimes  suggested  that  the  same  problem  of 
joint  costs  confronts  the  Interstate  Commerce  Com- 
mission with  respect  to  the  relative  freight  rates  on 
different  commodities.  It  should  be  noted,  however, 
that  after  making  due  allowance  for  actual  and  measur- 
able differences  in  the  cost  of  transporting  different 
commodities,  the  Commission  could,  without  actually 
destroying  railroad  business,  fix  precisely  the  same  rate 
per  unit  for  every  class  of  conmiodities.  Such  a  policy 
is  by  no  means  unthinkable  and  might  be  better  than 
the  often  extraordinary  differences  which  now  exist. 
For  petroleum  products  on  the  other  hand  —  and  the 
same  is  ti^ue  of  a  good  many  other  products  similarly 
produced  under  joint  cost  —  flat  prices  would  be 
absolutely  impossible.  Furthermore,  it  cannot  be  said 
that  the  Interstate  Commerce  Commission  has  satis- 
factorily solved  the  problem  of  fixing  relative  rates  on 
different  commodities.  It  has  in  fact  left  that  problem 
almost  untouched,  and  if  it  ever  does  enter  seriously 
upon  it,  the  Commission  may  find  difficidties  practically 
insuperable. 

One  could  continue  almost  indefinitdy  setting  forth 
the  complexities  and  difficulties  of  government  regula- 
tion of  the  prices  and  profits  of  combinations.  Most 
people  feel  that  for  the  government  actually  to  fix 
definite  prices  for  a  multitude  of  industries,  or  even  to 
limit  their  profits  specifically,  would  be  impracticable. 
Many  advocates  of  government  regulation  hope  some- 


Digitized  by 


Google 


THB  TRUST  PROBLEM  673 

how  to  get  along  in  a  more  rough  and  ready  manner. 
They  vaguely  contemplate  a  vague  form  of  regulation. 
They  expect  the  government  to  exercise  a  general 
restraining  influence,  to  intervene  occasionally  and  to 
render  its  judgments  in  a  more  or  less  hit  and  miss 
fashion.  They  hope  that  with  the  hand  of  the  govern- 
ment resting  upon  them,  as  it  were,  in  a  general  sort  of 
way,  and  with  potential  competition  also  exercising 
some  restraining  influence,  the  combinations  for  the 
most  part  will  behave  themselves  decently.  They 
coimt  upon  the  alleged  superior  efficiency  of  the  trusts 
in  production  and  marketing  to  counterbalance  the 
ineffectiveness  and  incompleteness  of  regulation. 

Doubtless  we  could  get  along  after  a  fashion  with 
such  a  superficial  form  of  regulation  as  this.  It  would 
be  difficult,  however,  to  prove  that  the  public  would  be 
any  better  off  under  such  a  regime  of  half-regulated 
monopoly  than  under  a  regime  of  competition  enforced 
as  well  as  possible  by  laws  against  combinations  and 
monopolies.  Remove  once  the  fear  of  penalties  or  of 
dissolution,  and  the  combinations  would  always  be 
crowding  the  limit  of  pubhc  tolerance.  On  the  average, 
and  in  the  long  run,  their  prices  and  charges  might  not 
be  greatly  above  a  fair  level,  but  they  would  almost 
certainly  be  somewhat  above  that  level.  Combination 
must  be  proved  decidedly  more  efficient  than  competi- 
tion before  the  people  would  be  justified  in  trusting 
trusts  under  any  but  most  rigid  government  control. 

The  work  of  the  Interstate  Comimerce  Commission 
in  regulating  railroads  is  often  held  up  as  demonstrating 
the  practicability  of  successful  government  regulation  of 
trusts.  It  has  already  been  shown,  however,  that  the 
ji^ulation  of  trusts  would  be  a  much  more  complex 
task  than  the  regulation  of  railroads.  Moreover,  with 
all  due  respect  to  the  great  intdUgence  and  fairness 
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with  which  the  Interstate  Commerce  Commission  has 
discharged  its  duties,  we  may  yet  question  whether  the 
abiUty  of  the  Commission  to  regulate  the  raihoads 
satisfactorily  has  been  put  to  a  final  test.  The  Com- 
mission has  thus  far  been  concerned  chiefly  with  the 
relationship  of  rates  between  different  places.  It  has 
corrected  many  abuses  in  this  respect,  tho  many  still 
remain.  As  already  stated,  it  has  done  very  Uttle  to 
change  the  relation  between  the  rates  on  different  com- 
modities, a  relation  which  is  often  imreasonable.  The 
commission  has  never  had  to  face  the  problem  of  reduc- 
ing the  general  level  of  rates  for  all  railroads  or  for  any 
particular  railroad.  The  enormous  increase  in  the 
volume  of  traffic  during  recent  years  would  have  en- 
abled the  railroads  to  obtain  altogether  unreasonable 
profits  under  existing  rates,  had  it  not  been  for  the 
coincidence  of  a  great  advance  in  the  prices  of  commod- 
ities and  in  the  costs  of  railroad  operation.  Had  this 
not  happened,  the  Commission  would  have  been  called 
upon  to  reduce  rates  in  a  wholesale  manner  and  it  would 
have  found  that  task  immensely  compUcated,  besides 
encountering  tremendous  opposition  from  the  railroads 
and  the  many  who  sympaliiize  with  them.  The  task 
just  now  before  the  Commission,  of  determining 
whether,  or  by  how  much,  railroads  shall  be  permitted 
to  advance  rates  is  a  far  easier  task  than  that  of 
compelling  a  general  lowering  of  rates. 

Government  regulation  of  prices  and  profits  of  private 
concerns  always  involves  a  large  element  of  waste,  of 
duplication  of  energy  and  cost.  It  means  that  two 
sets  of  persons  are  concerning  themselves  with  the  same 
wor]^.  The  managers  and  employees  of  the  corpora- 
tions must  study  cost  accounting  and  conditions  of 
demand  in  determining  price  policy.  The  officers  and 
employees  of  the  government  must  follow  and  do  it  all 
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over  again.  Moreover,  the  fact  that  these  two  sets  of 
persons  have  different  motives  in  approaching  their 
work  means  friction  and  litigation,  and  these  spell 
further  expense.  To  superimpose  a  vast  governmental 
machinery  upon  the  vast  machinery  of  private  business 
is  an  extravagance  which  should  be  avoided  if  it  is 
possible  to  do  so. 

The  policy  of  government  regulation  of  industry  may 
readily  become  a  stepping  stone  to  government  owner- 
ship and  socialism.  The  chances  are  strong  that  the 
government  of  the  United  States  will  take  over  the  tele- 
graphs and  telephones  in  the  near  future  and  the  rail- 
roads within  less  than  quarter  of  a  century.  The 
demand  for  government  ownership  of  these  as  well  as  of 
municipal  public  utilities  may  come  from  various 
soiurces.  If  regulation  by  the  government  proves 
ineffective  in  securing  reasonable  rates  and  charges, 
the  general  public  will  demand  government  ownership. 
If  regulation  proves  so  effective  as  to  leave  only 
moderate  retimis  to  the  stockholders  of  the  corpora-, 
tions,  the  stockholders  are  likely  to  urge  government 
purchase,  which  would  at  least  assure  them  of  a  more 
certain  income.  In  either  case  the  excessive  cost  of 
government  regulation  will  be  urged  as  a  reason  for 
government  ownership.  In  the  same  way,  if  the  gov- 
ernment undertakes  detailed  regulation  of  combinations 
in  manufactiuing,  mining  and  trade,  there  is  bound  to 
be  a  strong  movement  for  government  ownership  in 
these  fields  also. 

Government  ownership  of  this  or  that  industry  is  not 
necessarily  a  bad  thing.  Even  government  ownership 
of  a  large  proportion  of  the  industries  of  the  country, 
nay^  even  complete  socialism,  need  not  necessarily 
affright  us.  To  discuss  the  merits  of  government 
ownership  would  take  us  too  far  afield.     It  is  sufl&cient 
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merely  to  point  out  that  the  people  ought  not  to  enter 
on  the  path  of  pennitting  and  regulating  combinations 
without  considering  the  advantages  and  disadvantages 
of  this,  the  possible  ultimate  outcome,  as  well  as  those 
of  the  immediate  policy  itself.  If  it  could  be  proved 
that  combination  is  materially  more  economical  than . 
competition,  we  should  doubtless  be  wise  to  say  farewell 
to  competition.  Presumably  iu  that  case  we  ought  to 
test  thoroly  the  practicability  of  government  regu- 
lation of  private  monopoly  before  proceeding  fmiiher. 
The  people  would  naturally  first  try  the  plan  of  govern- 
ment ownership,  if  at  all,  id  limited  fields,  and  compare 
the  results  with  those  imder  regulated  monopoly  before 
undertaking  general  government  ownership.  It  is  by 
no  means  improbable  that  the  ultimate  outcome  would 
be  socialism.  The  future  is  very  likely  to  see  either  a 
r6gime  of  general  competition  —  with,  of  course,  some 
special  exceptions  —  or  a  regime  of  imiversal  com- 
munism. Clearly  then  we  should  be  very  sure  of  our 
ground  before  we  take  the  first  step  toward  possible 
commxmism.  We  should  convince  ourselves  beyond 
all  doubt  that  competition  is  impossible;  or  that,  if 
possible,  it  is  less  efficient  than  monopoly,  —  not 
merely  at  certain  times  and  in  certain  places,  but 
generally  and  permanently,  — before  we  tolerate  wide- 
spread combination  in  the  field  of  business. 

We  have  not  referred  here  to  the  effects  of  regula- 
tion upon  the  trusts  themselves.  We  have  considered 
only  the  difficulties  which  the  government  would 
encounter  in  an  attempt  to  regulate  trusts.  It  is  quite 
possible  that  regulation  would  largely  destroy  that  very 
efficiency  which  is  held  up  as  the  reason  for  permitting 
them  to  exist.  The  discussion  of  this  topic,  however, 
belongs  more  properly  with  the  next  lecture,  in  which  the 
alleged  superior  efficiency  of  trusts  will  be  considered 
in  detail. 
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IV.  The  Alleged  Advantages  of  Ck>MBiNATioN 

In  the  preceding  lecture  we  have  tried  to  show  that 
regulation  of  the  prices  and  profits  of  trusts  and  pools 
would  involve  much  di£5iculty.  Nevertheless,  if  it 
could  be  shown  that  combinations  controlling  a  large 
proportion  of  their  respective  industries  were  necessary 
to  secure  the  highest  economy  and  efficiency,  and 
possessed  other  economic  advantages,  the  proper  course 
would  be  to  permit  such  combinations,  while  subjecting 
them  to  regulation. 

Claims  of  this  sort  are  put  forth  with  much  vigor  in 
behalf  of  the  trusts.  We  are  told  by  many  that  the 
trust  is  a  natural  evolution,  that  it  is  the  last  word  in 
industrial  progress,  that  to  destroy  it  would  be  to  tarn 
the  hands  of  the  clock  backward.  Let  us  restrict 
monopolistic  greed,  they  say;  let  us,  if  necessary, 
destroy  the  bad  trusts;  but  let  us  not  lose  the  advan- 
tages of  good  and  efficient  trusts.  Some  go  further  and 
descant  on  the  evils,  nay,  the  immorality,  of  competi- 
tion, the  superiority  of  peace  over  the  sword  in  industry 
as  in  international  politics.  War  is  hell;  competition 
is  war,  say  they. 

The  claim  that  the  trust  possesses  superior  efficiency 
deserves  thoro  and  fair  consideration.  The  assertion 
that  the  desire  for  greater  efficiency  was  the  primary 
motive  in  the  organization  of  the  trusts,  however,  is  not 
in  accordance  with  the  facts.  The  trust  was  far  from 
being  a  natiu*al  sequence  in  the  progress  of  methods  of 
production.  In  a  sense,  everything  that  happens  in 
economic  history  is  a  natural  evolution.  It  is  due  to  the 
working  of  laws.  But  in  the  sense  in  which  trust  defen- 
ders use  the  phrase,  the  trust  movement  in  the  United 
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States  was  anjrthing  but  a  natural  evolution.  It  was 
essentially  artificial.  The  basic  motive  for  the  organ- 
ization of  most  trusts  was  to  suppress  competition^  to 
maintain  or  advance  prices.  Hostile  criticism  from 
without  was  met  by  the  proclamation  of  other  motives 
and  the  prophecy  of  other  results.  Within  the  camp, 
talk  was  all  of  the  advantages  of  checking  competition. 
That  was  the  appeal  to  the  owners  of  the  concerns  which 
were  invited  to  enter  the  fold.  That  was  the  appeal  to 
the  investors  in  securities.  Indeed,  many  of  the  leaders 
in  the  trust  movement  admitted  frankly  to  the  public  — 
before  the  Industrial  Commission  of  1899,  for  example 
—  that  desire  to  check  so-called  destructive  competition 
was  their  original  incentive. 

A  second  important  factor  in  the  organization  of 
trusts,  particularly  during  the  most  active  period  of 
trust  formation  from  1898  to  1901,  was  the  desire  for 
profits  of  promotion  and  of  speculation.  The  promoter 
with  his  glib  tongue  and  glowing  prospectus  was  very 
much  in  evidence.  There  was  a  craze  for  combinations 
among  business  men  and  investors.  Over-capitaliza- 
tion was  a  practically  imiversal  feature  of  the  corporate 
combinations  of  this  period.  Over-capitalization  was 
designed  in  part  to  conceal  from  the  public  the  profits 
of  operation.  Even  more,  its  purpose  was  to  help  pro- 
moters unload  properties  upon  the  investing  public  at 
high  valuations. 

The  fact  that  the  trust  movement  was  largely  based 
on  iUegitimate  motives  and  fostered  by  artificial 
methods  does  not  demonstrate  that  trusts  are  dis- 
advantageous to  the  general  pubUc,  but  it  should  at 
least  dim  the  halo  of  sanctity  with  which  some  seek  to 
surround  them.     It  places  them  on  the  defensive. 

The  main  argument  in  favor  of  the  trusts,  their 
supposed  superior  efficiency  and  economy,  can  scarcely 
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be  advanced  in  behalf  of  the  pools.  To  affect  costs 
materially,  the  combination  must  control  fully  all  the 
operations  of  its  constituent  concerns.  This  the  pool 
does  not  attempt  to  do.  In  fact,  very  few  of  the  advo- 
cates of  trusts  attempt  to  defend  pools.  Yet  should 
the  policy  of  permittmg  combinations  to  exist  be 
adopted,  it  would  be  found  difficult,  constitutionally 
and  practically,  to  draw  a  rigid  line  between  permitted 
trusts  and  prohibited  pools. 

Most  of  the  discussions  of  trust  efficiency,  whether 
based  on  statistics  and  other  facts  of  experience  or 
on  general  reasoning,  do  not  go  to  the  true  issue  and 
therefore  do  not  prove  anything.  It  has  been  assumed 
that  to  show  that  a  great  combination  of  plants  is  more 
efficient  than  a  single  plant  is  to  show  the  desirability  of 
trusts.  Far  from  it.  The  advocate  of  trusts  must 
prove  further  the  superiority  of  the  trust  —  that  is,  the 
combination  sufficiently  comprehensive  to  possess  or  at 
least  to  threaten  monopolistic  power  —  over  the  smaller 
combination  possessing  no  possible  monopolistic  power. 
He  must  show  either  that  combinations  increase  in 
efficiency  merely  with  increase  in  magnitude,  or  that 
the  elimination  of  competition  itself  is  necessary  to  the 
highest  efficiency.  Very  few  propose  to  prohibit  com- 
binations altogether;  usually  it  is  only  monopolistic 
or  potentially  monopolistic  combinations  that  are 
attacked. 

The  investigations  of  trusts  hitherto  conducted  have 
been  quite  inadequate  to  prove  whether  or  not  they  are 
the  most  efficient  organization  for  conducting  business. 
It  is  sometimes  argued,  therefore,  that  the  people 
should  defer  judgment  regarding  the  trusts  pending 
further  investigation  of  their  efficiency.  Some  go  so 
far  as  to  suggest  that  the  government  undertake  to 
determine  for  each  industry  the  exact  point  at  which  the 
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size  of  combinations  reaches  the  limit  of  economy  in 
production  and  marketing.  It  is  doubtful  whether 
further  investigations  along  these  lines  would  be 
especially  instructive.  Serious  difficulties  stand  in  the 
way  of  reaching  definite  conclusions  from  them. 

Even  an  effort  to  compare  the  efficiency  of  a  trust 
regime  with  that  of  a  regime  of  strictly  separate  plants 
and  entire  absence  of  combination  holds  little  prospect 
of  success.  An  investigation  on  this  point  noight  be 
undertaken  in  either  of  three  ways.  It  might  compare 
conditions  in  a  given  industry  before  and  after  the 
formation  of  the  trust.  It  might  compare  the  business  of 
the  trust  with  that  of  independent  concerns  in  the  same 
industry  at  the  same  time.  It  might  compare  trusts 
with  independent  concerns  in  other  industries.  Either 
of  these  methods  of  investigation  encounters  great 
obstacles  from  lack  of  cost  data.  So  difficult  is  it  to 
calculate  costs  acciurately  that  many  concerns^  partic- 
ularly those  operating  only  a  single  plant,  have  not  yet 
undertaken  thoro-going  cost  accounting.  Very  few, 
indeed,  of  the  plants  which  entered  into  the  trusts  had 
satisfactory  cost  accoimts  before  that  time  and  such 
accounts  as  did  exist  are  in  most  cases  no  longer 
accessible. 

But  suppose  by  following  the  first  of  the  methods  of 
inquiry  above  mentioned  it  should  be  shown  that,  after 
taking  into  account  changes  in  the  prices  of  materials 
and  in  wages,  a  trust  today  was  doing  business  more 
cheaply  than  its  predecessor  concerns  ten  or  fifteen  or 
twenty  years  ago.  Would  that  prove  the  increase  in 
efficiency  to  be  due  to  combination  ?  Efficiency  has 
advanced  also  in  industries  where  no  combinations  have 
been  organized.  This  is  the  era  of  the  cost  accountant 
and  the  efficiency  engineer.  During  recent  years 
business  men  inside  and  outside  of  combinations  have 
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been  applying  themselves  to  bettering  methods  more 
assiduously  than  ever  before.  Increased  size  of  plants, 
larger  and  better  mlEtchinery,  better  methods  of  organ- 
ization are  characteristic  of  practically  every  industry. 
The  census  statistics  as  to  the  average  number  of 
employees  and  of  horse  power  per  establishment  seem 
to  indicate  that,  while  increase  in  average  size  of  plants 
is  perhaps  more  conspicuous  in  industries  where  the 
trusts  are  prominent,  there  is  no  marked  difference 
between  these  industries  and  others  in  that  respect. 

Again,  even  if  adequate  data  could  be  secured  for  an 
accurate  comparison  of  the  efficiency  of  a  trust  with  that 
of  its  present  singjie-plant  competitors,  this  would  not 
prove  the  advantage  of  a  trust  regime  over  a  regime  of 
separate  plants.  The  inefficiency  of  the  independent 
concerns  may  be  due  to  the  presence  of  the  trust.  The 
combination  at  its  inception  may  have  taken  in  all 
the  larger  and  more  efficient  plants  then  existing.  The 
fear  of  the  trust,  and  the  actual  effect  of  its  competition, 
fau:  or  unfair,  may  have  prevented  the  development  of 
large  competing  concerns  thereafter.  The  Standard 
Oil  Company  did  produce  more  economically  than  its 
competitors.  But  who  that  is  familiar  with  the  out- 
rageous tactics  of  the  Standard  toward  competitors  can 
attribute  that  fact  wholly  to  the  superiority  of  combina- 
tion over  competition  ?  Had  no  trust  been  formed  in 
the  oil  industry  there  would  certainly  have  developed 
by  this  time  a  niunber  of  large  separate  concerns,  each 
with  a  considerable  degree  of  integration,  and  with 
efficiency  at  least  not  greatly  inferior  to  that  of  the 
Standard  Oil  Company. 

In  a  few  industries  —  the  steel  industry,  for  example 
—  there  are  today  comparatively  large  single-plant 
concerns  standing  side  by  side  with  combinations. 
Comparisons  between  them  and  the  combinations  with 
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respect  to  efficiency  would  be  fair.  It  is  unfortunate 
that  the  Bureau  of  Corporations,  in  its  desire  to  protect 
the  privacy  of  business,  was  unable  to  present  the  infor- 
mation which  it  possessed  about  the  steel  industry  in 
such  a  way  as  to  permit  comparisons  of  this  character. 
In  can  only  be  said  that  its  report  discloses  wide  vsnsr 
tions  in  cost  of  production  among  the  individual  plants 
of  the  Steel  Corporation  itself.  It  is  more  than  probable 
that  some  of  the  independent  concerns  are  superior  in 
efficiency  to  the  less  efficient  plants  of  the  Steel  Corpora- 
tion, and  quite  likely  that  they  compare  favorably  even 
with  the  most  efficient  of  those  plants.  Such  concerns 
as  Jones  &  Laughlin,  the  Lackawanna  Steel  Company, 
and  the  Cambria  Steel  Company  are  not  weaklings. 
They  have  many  millions  of  capital  and  a  great  output. 
They  practise  integration  of  related  stages  of  produc- 
tion to  a  large  extent. .  Their  plants  are  largely  new  and 
up  to  date.  The  Lackawanna  Steel  Company  at  Buffalo 
preceded  the  Steel  Corporation  in  the  extensive  use  of 
the  by-product  coke  oven,  one  of  the  most  impor- 
tant of  the  modem  forms  of  economy  in  the  steel 
industry.  Blast  furnaces  of  Jones  &  lAUghlin  are 
among  the  record-holders  for  size  and  efficiency. 

Finally,  it  is  obviously  very  difficult  to  judge  of  the 
advantages  of  combination  in  production  and  market- 
ing by  comparing  the  business  of  combinations  with 
that  of  single  plants  in  other  industries.  The  differences 
in  the  subject  matter  of  production  and  in  the  conditions 
would  in  most  cases  render  such  comparisons  of  little 
value. 

In  view  of  these  difficulties,  it  is  certain  that  detailed 
investigations  regarding  the  relative  efficiency  of  trusts 
and  single  plants,  even  if  they  covered  the  entire  field 
of  industry,  would  result  only  in  disagreement  among 
the  people  as  to  the  conclusions  to  be  drawn.    It  would 
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probably  be  proved  clearly  enough  that  certain  partic- 
ular trusts  were  highly  efficient.  We  might  convince 
ourselves,  not  only  that  they  were  more  efficient  than 
the  best  of  the  predecessor  concerns,  or  than  the  best 
of  the  present  competing  concerns,  but  also  that  they 
were  more  efficient  even  than  such  individual  plants 
as  might  have  come  into  existence  in  the  absence  of 
combination.  In  other  industries,  however,  no  such 
demonstration  would  be  possible.  The  investigations 
would  still  leave  doubt  as  to  whether  the  trust  in  general 
was  superior  in  efficiency  to  the  separate  plant. 

But  suppose,  for  purposes  of  argument,  it  should  be 
demonstrated  that  in  general  the  trust  was  more  efficient 
than  the  individual  plant.  We  should  still  have  failed 
to  show  the  superiority  of  the  trust  over  the  less  exten- 
sive combination  having  no  possibility  of  monopolistic 
power.  That  question  could  scarcely  be  attacked  at  all 
by  statistical  investigation  of  present  or  past  conditions. 
TTie  basis  for  comparisons  does  not  exist.  In  very  few 
industries  did  combination  on  a  limited  scale  precede 
monopolistic  combination  on  a  large  scale.  In  stiU 
fewer  industries  have  there  existed,  side  by  side,  a 
combination  controlling  the  greater  part  of  the  business 
and  another  combination  or  combinations  having  only  a 
minor  fraction  of  the  business.  Comparison  between 
the  trust  in  one  industry  and  the  smaller  combination 
in  another  industry  woidd  usually  lead  to  no  definite 
conclusions. 

The  fact  is  that  we  have  had  comparatively  little 
experience  with  combinations  other  than  trusts  and 
pools  of  a  more  or  less  monopolistic  character.  If  the 
desire  to  secure  increased  efficiency  had  been  the  only 
motive  of  business  men  in  forming  combinations,  we 
might  have  witnessed  a  large  number  of  combinations 
having  no  controlling  proportion  of  the  business  in  their 
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respective  fields.  But  since  the  main  object  was  to 
suppress  competition,  combinations  of  a  more  compre- 
hensive character  sprang  at  once  out  of  the  regime  of 
separate  plants. 

There  is  no  objection  to  further  investigation  regard- 
ing trust  efficiency,  provided  it  is  not  made  an  excuse 
for  deferring  action  as  to  the  dissolution  of  trusts.  A 
wide-reaching  investigation  of  trust  efficiency  would 
require  not  less  than  ten  years.  Every  year  that  trusts 
are  permitted  to  continue  renders  it  more  difficult  to 
restore  competition  among  their  constituent  concerns. 
The  officers  and  managers  year  by  year  become  more 
accustomed  to  working  together;  the  organization  year 
by  year  becomes  more  welded  into  an  inseparable  imit. 
The  shock  to  business  from  breaking  up  combinations 
also  will  become  more  severe  the  longer  it  is  deferred. 

Since  there  are  thus  no  adequate  existing  data  on 
which  to  base  conclusions  as  to  the  advantages  of  trusts 
from  the  standpoint  of  efficiency,  we  are  forced  to  fall 
back  upon  general  reasoning.  The  theoretical  advan- 
tages claimed  for  the  trusts  by  their  defenders  naturally 
fall  into  three  groups  —  those  attributable  to  mere 
magnitude,  those  attributable  to  combination  of  sepa- 
rate plants,  and  those  attributable  to  the  elimination 
of  competition.  The  failure  to  make  this  obvious 
classification  is  the  source  of  much  fallacious  thinking. 
Only  advantages  of  the  third  class  can  properly  be  put 
forward  as  directly  proving  the  desirability  of  trusts 
that  possess  a  controlling  proportion  of  the  industry  in 
which  they  are  engaged. 

The  following  are  some  of  the  advantages  claimed  for 
trusts  which,  so  far  as  they  exist  at  all,  exist  solely  by 
reason  of  the  magnitude  of  their  business. 

1.  Conunand  of  the  largest  and  most  efficient  units 
of  production  —  buildings,  power  plants  and  machinery. 
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2.  Command  of  large  liquid  capital  and  credit,  enab- 
ling the  concern  to  meet  emergencies  and  to  take  advan* 
tage  of  special  opportunities. 

3.  Command  of  superior  administrative  and  technical 
ability. 

4.  Economy  in  the  purchase  of  raw  material  and 
supplies  in  laiige  quantities. 

5.  Distribution  of  administrative  and  other  overhead 
expenses  and  of  selling  and  advertising  expenses  over  a 
large  output,  thus  reducing  unit  costs. 

6.  Practicability  of  introducing  efficient  accounting 
systems  too  expensive  for  smaller  concerns. 

Any  concern,  if  sufficiently  large,  can  possess  all  these 
advantages.  Magnitude  of  operation  is  purely  a 
relative  term.  In  minor  industries,  only  a  concern 
which  has  the  greater  part  of  the  entire  business  can  be 
considered  large.  In  great  industries  the  concern 
which  has  only  a  small  fraction  of  the  business  may 
possess  millions  of  capital,  a  vast  plant  and  an  army  of 
employees.  No  one  would  think  of  denying  that  large 
scale  operation  has  advantages  over  small  scale  opera- 
tion. It  does  not  follow  that  an  industrial  combination 
controlling  the  major  part  of  a  business  will,  by  reason 
of  size  alone,  be  more  efficient  than  a  less  extensive 
combination  or  even  than  a  single  large  plant.  Effi- 
ciency does  not  increase  proportionately  with  size.  It 
has  been  learned  by  the  experience  of  business  men  that 
when  the  individual  plant  passes  beyond  a  certain  size, 
it  ceases  to  gain  in  efficiency.  The  same  causes  which 
make  this  true  of  the  individual  plant  apply  to  the  com- 
bination of  plants  as  well.  There  may  be  advantages 
from  combination  as  such  or  from  monopoly  as  such, 
but  the  advantages  of  mere  magnitude  have  their 
limits.  Moreover,  when  size  passes  beyond  a  certain 
point,  it  may  even  lessen  efficiency.     The  unwieldiness 
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of  a  vast  organization,  the  difficulty  of  securing  coopera- 
tion among  its  parts,  the  impossibility  of  personal 
oversight  by  the  master  mind  —  these  are  disadvantages 
of  excessive  magnitude. 

There  may  be  some  industries  in  which,  from  the 
standpoint  of  magnitude  alone,  the  greatest  efficiency 
would  lie  in  a  concern  controlling  virtually  the  entire 
business.  There  is  little  groimd  for  believing  that  this 
is  the  case  in  the  great  majority  of  industries.  At  any 
rate  it  is  utterly  impossible,  by  general  reasoning  or  by 
statistical  investigation,  to  prove  that  it  is  so.  Indeed, 
it  would  seem  that  in  most  industries  a  concern  having 
even  as  much  as  half  of  the  total  business  would,  in 
respect  to  those  elements  of  efficiency  now  imder  con- 
sideration, have  no  superiority  over  a  somewhat  smaller 
concern. 

Another  set  of  advantages  claimed  for  trusts  rests  upon 
the  fact  of  combination  as  such.  These  supposed  advan- 
tages result  from  the  assemblage  of  separate  plants  under 
a  single  control.  They  are  not  dependent  on  the  elimina- 
tion of  competition.     Among  these  are  the  following: 

1.  Use  in  all  plants  of  the  best  methods  and  devices 
discovered  in  any  one  plant,  comparative  cost  account- 
ing rendering  it  possible  to  determine  which  are,  in  fact, 
the  best. 

2.  Rivalry  between  the  managers  of  different  plants, 
stimulated  by  comparative  cost  accounts  and  other 
comparative  data. 

3.  Saving  in  cross  freights  by  shipping  from  the  plant 
nearest  to  the  desired  destination. 

4.  Integration  of  industry  —  that  is,  the  conduct  of 
successive  or  related  processes  under  a  single  manage- 
ment. 

Combination  xmdoubtedly  does  have  its  advantages. 
But  combination,  like  magnitude,  is  a  relative  matter. 
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In  a  minor  industry  a  combination  of  even  a  few  plants 
may  mean  the  bringing  together  of  the  larger  proportion 
of  the  business.  In  another  industry  a  combination 
including  a  considerable  number  of  plants  may  have  but 
a  fraction  of  the  total  business.  Any  combination  of 
plants,  however  few,  can  obtain  the  advantages  specified 
in  some  degree.  Just  as  economies  of  magnitude  do  not 
increase  proportionately  with  magnitude,  so  economies 
of  combination  do  not  increase  proportionally  with  the 
number  of  plants  combined.  There  is  a  limit  beyond 
which  the  addition  of  plants  brings  no  further  economy. 
Just  where  the  limit  is  can  be  proved  neither  by  abstract 
reasoning  nor  by  statistical  investigation.  It  is  dif- 
ferent in  dijfferent  industries.  There  is  little  reason  to 
believe  that  in  most  industries  a  combination  controlling 
the  entire  business  would  be  appreciably  superior,  with 
respect  to  the  elements  of  efficiency  above  mentioned, 
to  a  combination  having  a  minor  fraction  of  the  business. 

Take,  for  example,  the  matter  of  cross  freights.  In 
some  industries  freights  are  not  an  important  element 
of  expense.  In  others  the  location  of  materials,  or  of 
consuming  markets,  or  like  conditions,  make  it  impos- 
sible to  locate  plants  with  a  view  to  saving  freight  either 
on  nmterials  or  products.  There  are,  however,  a  good 
many  industries  in  which  scattered  plants  competing 
with  one  another  incur  much  needless  expense  in  trans- 
portation. In  such  industries  a  combination  by  ship- 
ping from  the  nearest  plant  could  e£fect  material  savings. 
It  does  not  follow  that  a  combination  of  all  the  plants 
in  the  country  could  save  more  than  a  combination  of  a 
moderate  number  of  well  distributed  plants. 

Where  an  industry  derives  peculiar  advantages  from 
the  integration  of  successive  and  related  processes, 
combination  on  a  large  scale  may  be  essential  to  the 
fuU  realization  of  economies  of  this  character.     If  in  a 
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single  one  of  the  related  branches  of  business  the  greatest 
efficiency  requires  the  handling  of  a  large  part  of  the 
total  business  by  a  single  organization^  then  it  may  be 
advantageous  for  the  combination  to  conduct  other 
branches  of  the  business  on  a  corresponding  scale. 
There  are,  however,  very  few  industries  in  which  suc- 
cessful integration  requires  the  control  of  the  major 
part  of  the  business  by  a  single  combination.  In  a  good 
many  instances  a  concern  that  has  not  more  than  a 
single  plant  engaged  in  each  of  the  different  stages  of 
production  has  been  able  to  secure  an  efficiency  at  least 
closely  comparable  with  that  of  a  wide-reaching  com- 
bination. This  is  the  case,  for  example,  with  several 
independent  concerns  in  the  steel  industry  and  even 
with  some  of  the  recently  developed  independent 
concerns  in  the  oil  industry. 

There  is  another  economy  sometimes  claimed  for  the 
combination  of  separate  plants,  namely,  that  it  is  able 
to  close  down  the  inefficient  plants  and  concentrate 
business  in  the  largest  and  most  modem.  This,  how- 
ever, is  not  an  advantage  to  the  public.  No  combina- 
tion, unless  with  monopolistic  intent,  would  take  in 
inefficient  plants.  The  fact  that  a  good  many  trusts 
have,  shortly  after  their  organization,  dismantled 
numerous  plants  is  proof  simply  of  their  monopolistic 
purpose.  Under  a  regime  of  competition  the  inefficient 
plant  will  in  due  time  be  forced  out  of  business  and  the 
public  will  no  longer  be  burdened  with  supporting  it. 
When  a  combination  takes  in  an  inefficient  plant  and 
dismantles  it,  the  public  pays  the  bill,  provided  the 
combination  succeeds  in  obtaining  a  sufficient  degree  of 
monopoly  power.  The  combination  either  charges 
prices  high  enough  to  enable  it  to  write  off  the  cost  of 
such  a  plant  out  of  its  profits,  or  that  cost  is  permanently 
represented   by   securities   on   which   dividends   are 
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escpected  to  be  paid.  A  combination  which  takes  in  a 
limited  number  of  selected,  efficient  plants  is  in  this 
respect  far  more  conducive  to  economy  than  a  monopo- 
listic combination. 

It  thus  appears  probable  that  the  economies  claimed 
for  the  trusts  could,  in  many  if  not  most  industries,  be 
secured  in  approximately  equal  measure  without  per- 
mitting combinations  sufficiently  comprehensive  to 
possess  any  approach  to  monopoly  power.  There 
remain  those  alleged  economies  of  trusts  which  arise 
not  from  mere  magnitude  or  from  mere  assembling  of 
separate  plants,  but  from  the  elimination  of  competition. 
These  require  more  thoro  consideration.  They  are  few, 
namely: 

1.  Prevention  of  needless  duplication  of  plants. 

2.  Elimination  of  that  part  of  the  cost  of  selling  goods 
which  results  from  the  effort  to  secure  business  at  the 
expense  of  competitors. 

3.  Elimination  of  waste  due  to  irregularity  of  opera- 
tion, and  of  the  losses  of  so-called  destructive  competi- 
tion. 

Let  us  take  these  up  in  order: 

1.  It  is  contended  that  competition  leads  to  excessive 
investment  of  capital,  to  the  erection  of  plants  with  a 
capacity  in  excess  of  the  needs  of  the  coimtry.  This 
is  true  only  in  a  very  limited  degree  of  ordinary  mining, 
manufacturing,  and  commercial  business.  Such  busi- 
ness differs  rjLdically  from  the  so-called  industries  of 
increasing  returns,  such  as  transportation.  In  order 
that  there  shall  be  any  rail  transportation  between  two 
points,  it  is  necessary  to  build  a  track  which  may  have 
more  than  capacity  enough  for  all  the  traffic.  Under 
such  conditions,  the  one  railroad  can  increase  its  busi- 
ness without  corresponding  new  investment.  In  fact, 
up  to  a  certain  limit,  even  the  operating  expenses  of  a 
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railroad  do  not  increase  proportionately  with  volume 
of  business.  The  building  of  a  second  railroad  under 
the  conditions  mentioned  woidd  mean  unnecessary 
duplication  of  capital  and  perhaps  also  of  the  operating 
expenses. 

In  the  case  of  the  ordinary  manufacturing  industries 
it  seldom  happens  that  a  single  plant,  however  large, 
can  supply  the  entire  demand  of  the  territory  to  which 
it  has  natural  access.  The  construction  of  a  second 
plant  usually  does  not  mean  needless  duplication  of 
investment.  The  aggregate  capacity  of  all  plants  is 
not  likely  to  exceed  materially  the  demand  in  times  of 
prosperity.  The  desire  of  each  competitor  to  be  ready 
to  get  as  large  a  share  of  the  trade  as  possible  may  lead 
to  some  excess  in  plant  capacity,  but  not  to  a  great 
excess.  Moreover,  in  manufacturing  industries,  even 
if  there  be  some  excess  of  plant  capacity,  operating 
expenses  are  not  likely  to  be  materially  augmented. 
The  plant  working  at  less  than  full  capacity  can  lessen 
its  force  more  or  less  proportionately.  Operating 
expenses  vary  fairly  closely  with  output. 

It  must  not  be  forgotten  that  the  great  majority  of 
the  industries  of  the  coimtry  are  steadily  and  rapidly 
growing.  In  industries  where  trusts  are  powerful,  as 
well  as  in  other  industries,  additional  plant  capacity  is 
constantly  being  constructed,  and  additional  working 
force  taken  on.  Even  if  it  were  not  for  the  growth  of 
demand,  the  improvements  in  methods  of  production 
would  necessitate  the  construction  of  new  plants.  The 
older  and  less  efficient  plants  in  a  manufacturing  indus- 
try ought  not  to  be  taken  into  account  in  judging  the 
rdation  of  plant  capacity  to  demand. 

The  reasoning  as  to  duplication  of  plant  capacity 
which  applies  to  manufacturing  industries  applies  as 
well  to  mining  and  to  mercantile  business.     Th^:e  are 
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a  few  manufacturing  industries  in  which  it  is  customary 
for  the  manufacturer  to  conduct  also  some  special  form 
of  transportation.  Ecomony  in  such  transportation 
may  demand  that  duplication  of  plant  be  avoided,  — 
that  there  be  monopolistic  operation.  If  the  transporta- 
tion business  cannot  be  divorced  from  the  manufacture, 
or  subjected  to  separate  regulation,  monopolistic  opera- 
tion of  the  manufacturing  business  as  well  may  be 
unavoidable  or  at  least  advantageous.  For  example, 
the  Standard  Oil  Company  and  other  leading  refiners  of 
petroleum  operate  pipe  lines  for  transporting  crude  oil 
and  also  tank  cars  and  tank  wagons  for  delivering 
refined  products.  Needless  duplication  of  plants  and 
of  operating  expenses  may  be  involved  in  competition 
in  these  two  branches  of  the  oil  industry.  Unless  they 
can  be  divorced  from  the  refining  business  proper,  it 
may  prove  necessary  to  tolerate  monopoly  in  petroleum 
refining.  It  has  been  proposed  to  require  the  owners 
of  pipe  lines,  be  they  refiners  or  others,  to  transport  oil 
as  common  carriers  at  reasonable  charges  to  be  fixed 
by  the  government.  There  are  serious  technical  diiBS- 
culties  in  the  way,  but  it  is  probable  that  they  could  be 
overcome  by  special  methods  of  government  regulation. 
Whether  it  would  be  possible  to  manage  the  tank 
wagon  delivery  business  in  a  similar  way  is  more  doubt- 
ful. Were  it  not  for  the  extraordinary  difficulty  of 
regulating  the  prices  of  refined  petroleum  products, 
arising  from  the  fact  of  joint  cost,  a  simpler  way  of 
avoiding  the  evils  of  monopoly  in  the  oil  industry  might 
be  through  such  regulation  of  prices.  Regulation  of 
profits  may  be  the  most  feasible  plan  of  meeting  the 
situation. 

The  Steel  Corporation  is  also  engaged  in  transporta- 
tion. It  operates  railroads  which  to  a  large  extent  are 
patronized  by  its  competitors,  and  it  operates  steam- 
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ships.  To  require  the  Steel  Coiporation  to  divest  itself 
of  its  railroads —  at  least  the  more  importaat  lines  which 
competitors  may  have  occasion  to  iise  —  would  not 
materially  lessen  the  efficiency  of  the  integration 
secured  by  that  corporation.  Nor  would  there  be  any 
serious  difficulty  in  effectively  regulating  the  charges 
of  such  railroads  if  left  in  the  control  of  the  Steel 
Corporation.  At  any  rate,  the  element  of  transporta- 
tion in  the  steel  industry  is  not  a  factor  necessitating 
or  justifying  a  combination  of  steel  manufacturing 
plants  of  sufficient  size  to  possess  any  approach  to 
monopoly  power. 

2.  It  is  contended  further  that  competition  means 
large  waste  in  selling  expenses,  due  to  the  endeavor  of 
business  concerns  to  wrest  trade  from  one  another 
through  solicitation  and  advertising.  This  is  doubtless 
true  in  some  industries,  but  it  is  by  no  means  equally 
true  in  all.  Where  the  products  of  an  industry  are 
standard  in  character,  are  in  steady  demand,  and  are 
marketed  through  large  middlemen  or  to  large  individ- 
ual consumers,  even  the  most  vigorous  competition  in 
pushing  the  sale  of  goods  involves  no  very  great  expense. 
In  the  case  of  certain  other  industries,  heavy  selling 
and  advertising  expenses  are  considered  necessary  by 
business  men  merely  for  the  purpose  of  stunulating 
demand  and  regardless  of  competition.  Concerns 
which  have  virtually  a  monopoly  often  spend  great  sums 
in  advertising  their  wares.  However,  it  must  be  ad* 
mitted  that  in  a  good  many  industries  competition  in 
selling  does  mean  some  economic  waste.  The  advan- 
tage of  eliminating  such  waste  can  properly  be  set 
against  the  disadvantages  qf  monopolistic  control. 

However,  needless  expense  in  selling  goods  is  likely 
sooner  or  later  to  be  reduced  by  informal  understandings 
not  amoxmting  to  monopolistic  agreements.     As  the 
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competing  concerns  become  larger  and  more  efficient  in 
production,  their  managers  are  likely  to  see  the  absurdity 
of  trying  to  get  all  the  trade  away  from  one  another. 

3.  Finally,  it  is  contended  that  imcontrolled  competi- 
tion results  in  irregularity  of  consumption  and  conse- 
quently in  irregularity  of  the  operation  of  plants,  which 
tends  to  increase  costs  as  well  as  to  injure  the  working 
classes  and  to  disturb  business  generally.  The  most 
common  illustration  used  to  support  this  contention  is 
that  of  the  steel  industry.  It  is  urged  that  when  by 
reason  of  active  competition,  prices  are  particularly 
low,  the  consumers  of  iron  and  steel  and  their  cruder 
products  buy  excessive  quantities  and  so  discoimt  their 
future  needs  as  subsequently  to  result  in  very  light 
demand.  The  plants  in  the  industry,  after  being 
worked  to  their  utmost  capacity,  may  have  to  drop  a 
large  part  of  their  force  or  even  close  altogether.  Such 
irregularity  in  production  is  imeconomical.  It  has 
been  maintained  that  the  greater  steadiness  of  prices 
since  the  organization  of  the  United  States  Steel  Cor- 
poration not  only  has  tended  to  cheapen  production 
but  has  been  beneficial  to  consumers  and  to  business 
generally. 

It  may  well  be  questioned  whether  competition  is  as 
important  a  factor  in  causing  irregularity  of  consmnp- 
tion  of  steel  products  as  is  sometimes  supposed.  The 
consmnption  of  many  of  the  more  important  products 
of  iron  and  steel  is  necessarily  variable.  Those  prod- 
ucts are  used  primarily  in  the  creation  of  new  capital 
goods.  The  desire  of  men  to  invest  in  new  capital 
goods  varies  greatly  with  the  general  conditions  of 
prosperity  or  depression  in  business.  The  policy  of 
the  Steel  Corporation  in  recent  years  has  had  less  to  do 
with  the  steadiness  of  demand  for  steel  than  the  rela- 
tively continuous  prosperity  of  the  coimtry. 
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If  it  were  possible  for  trusts,  when  subjected  to  strict 
regulation  by  the  government,  to  adjust  supply  accu- 
rately to  demand,  and  to  cause  demand  itself  to  be 
more  steady,  that  fact  would  constitute  an  argument 
of  considerable  force  in  behalf  of  the  policy  of  permitting 
trusts  to  exist  subject  to  regulation.  As  already  sug- 
gested, however,  the  task  of  the  government  in  regulat- 
ing prices  for  an  industry  subject  to  variable  demand 
would  be  extraordinarily  difficult.  The  efforts  at  doing 
so  would  probably  prove  far  from  successful  in  bringing 
about  steadiness  of  production. 

The  argument  with  regard  to  the  effect  of  competition 
in  causing  irregularity  of  consumption  and  of  production 
is  often  extended  further.  It  is  lu^ed  that  competition 
in  modem  industry  tends  to  become  so  fierce  as  to 
destroy  capital.  So-called  destructive  competition,  it 
is  claimed,  may  bring  even  the  most  efficient  concerns 
to  bankruptcy.  Such  a  result  not  only  injures  inves- 
tors, but  at  least  sometimes  means  actual  waste  of 
capital,  and  therefore,  in  the  long  run,  injures  consmners 
as  well.  Indeed,  some  beUeve  that  pools,  tho  possess- 
ing few  advantages  with  respect  to  efficiency  of  produc- 
tion in  other  respects,  are  justifiable  as  means  of 
preventing  the  losses  of  destructive  competition. 

The  subject  of  destructive  competition  has  been 
discussed  in  the  second  lecture  with  reference  to  its 
influence  in  driving  concerns  into  combination.  It  was 
there  shown  that,  in  the  great  majority  of  manufactur- 
ing industries,  competition  is  not  likely  to  become  as 
fierce  as  in  transportation  industries.  The  principle 
of  increasing  returns,  which  tends  peculiarly  to  cause 
bitter  competition,  has  little  application  in  manufac- 
tures. The  concern  which  finds  current  business 
unprofitable  usually  restricts  its  output  or  stops  it 
altogether,  looking  to  the  time  when  the  increase  of 
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demand  will  again  render  the  business  of  the  plant 
profitable.  It  does  not  go  on  cutting  prices  until  forced 
into  bankruptcy. 

Against  these  alleged  advantages  of  monopolistic 
combination  must  be  set  the  tendency  of  monopoly  to 
lessen  efficiency  and  retard  industrial  progress.  It  is 
generally  recognized  that  the  possession  of  a  monopoly 
tends  strongly  toward  stagnation.  Competition  is  a 
powerful  spur  to  efficiency.  The  competitor  who  would 
not  go  to  the  wall  must  be  ever  on  the  alert.  Inventions 
of  machinery  and  improvements  in  methods  are  essential 
to  successful  competition.  Marked  as  has  been  the 
progress  in  the  railroad  business  of  the  United  States, 
there  is  much  reason  to  believe  that  American  railroads 
have  made  less  progress  during  the  last  decade  or  two 
than  most  American  manufacturing  industries,  and  that 
this  is  due  to  the  comparative  absence  of  competition 
in  the  railroad  business  during  recent  years.  The 
relative  unprogressiveness  of  the  largely  monopolized 
tel^raph  business  in  this  country,  at  least  till  recently, 
has  often  been  commented  on. 

It  can  scarcely  be  proved  that  any  of  the  leading 
trusts  have  been  particularly  lacking  in  progressiveness, 
that  they  have  actually  made  fewer  improvements  in 
methods  than  have  been  made  in  industries  where  com- 
petition was  active.  Comparisons  on  this  point  are 
virtually  impossible.  But  the  trusts  have  thus  far  been 
on  the  defensive  both  against  potential  competition  and 
against  public  criticism.  This  defensive  position  has 
made  them  look  closely  to  efficiency.  Should  the  policy 
of  permitting  monopolistic  combinations  be  adopted, 
there  would  be  danger  that  the  absence  of  competitive 
pressure  would  more  than  counterbalance  any  possible 
advantages  from  the  elimination  of  competition. 
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Regulated  monopoly  is  likely  to  be  even  less  efficient 
than  unregulated  monopoly.  The  trust,  if  unrestricted 
in  prices  and  profits,  has  at  least  a  motive  to  do  business 
as  cheaply  as  possible.  •  When,  however,  the  trust 
anticipates  that  every  reduction  in  costs  may  mean  a 
reduction  in  prices,  that  profits  resulting  from  increased 
efficiency  may  be  wholly  or  lai^ly  taken  from  it  by 
government  regulation,  even  this  motive  tends  to  dis- 
appear. In  the  case  of  public  service  corporations 
various  methods  have  been  pursued,  with  more  or  less 
success,  for  securing  a  division  of  the  advantages  of 
increased  efficiency  between  the  public  and  the  monop- 
oly. Should  the  government  enter  upon  the  policy 
of  r^ulating  the  prices  and  the  profits  of  trusts,  similar 
methods  would  have  to  be  followed  as  far  as  possible. 
Because  of  the  multifarious  character  of  the  different 
industries,  however,  it  would  be  much  harder  to  apply 
these  methods  successfully  to  trusts  than  to  the  limited 
number  of  public  service  enterprises. 

Let  us  now  bring  together  summarily  the  results  of 
this  discussion  of  the  trust  problem.  We  have  tried  to 
show  that  unregulated  combination  is  dangerous  to  the 
public  welfare.  Even  if  they  could  be  deprived  of  the 
weapons  of  unfair  competition  or  of  the  advantages  of 
natural  monopoly  —  a  thing  by  no  means  easy  —  trusts 
and  pools  would  still  probably  possess  a  material  d^ree 
of  monopolistic  power.  It  would  be  a  dangerous  experi- 
ment to  remove  the  ban  of  the  law  from  them  without 
substituting  effective  machinery  for  regulation. 

We  have  sought  to  show  further  that  it  is  feasible  to 
prevent  by  law  the  more  formal  types  of  combinations 
and  of  contracts  in  restraint  of  trade.  It  may  be 
impossible  wholly  to  prevent  informal  understandings 
which  in  some  degree  restrict  competition.     These 
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informal  understandings,  however,  are  far  less  effective 
in  maintaining  monopoly  prices  and  charges  than  formal 
combinations  such  as  pools  and  trusts. 

It  was  pointed  out  that  the  difficulties  of  govern- 
ment regulation  are  exceedingly  great.  The  policy  of 
permitting  trusts  to  exist  at  all,  if  not  restricted  to  extra- 
ordinary conditions,  might  resultin  theextension  of  trusts 
over  almost  the  entire  field  of  industry.  It  might  also 
result  in  practically  complete  monopolization  by  each 
trust  of  its  particular  field.  The  determination  of  costs 
and  of  investment  as  a  basis  for  the  fixing  of  prices  and 
profits  over  the  multifarious  field  of  industry  would 
require  inmiensely  elaborate  investigations  and  would 
involve  extraordinarily  difficult  questions  of  judgment. 
Proper  adjustment  to  the  ever  varying  conditions  of 
demand  would  be  almost  impossible.  A  vast  govern- 
mental machinery  for  fixing  prices  and  profits  would 
have  to  be  superimposed  upon  the  machinery  of  private 
business.  Gk)vemment  ownership  on  a  vast  scale  or 
even  complete  socialism  might  readily  be  the  outcome 
of  this  policy. 

Finally,  it  has  been  shown  that  many  of  the  alleged 
advantages  of  trusts  in  efficiency  could  probably  be 
seemed  in  almost  if  not  quite  as  great  measure  through 
lai^  individual  plants  and  through  smaller  combinar 
tions  not  powerful  enough  to  threaten  monopoly. 
While  the  suppression  of  competition  itself  may  tend  to 
bring  about  certain  economies  and  other  advantages, 
there  must  be  set  against  these  not  only  the  grave 
difficulties  of  regulation,  but  the  tendency  of  monopoly 
and  of  r^ulation  itself  to  lessen  efficiency. 

It  may  be  granted  that  the  data  and  the  reasoning 
throughout  this  discussion  have  been  not  altogether 
conclusive.  It  cannot  be  expected  that  every  one  will 
agree  with  the  points  of  view  here  taken.   The  burden  of 
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proof,  however,  rests  upon  the  defenders  of  the  trusts. 
They  ask  us  to  permit  the  trusts  to  exist,  whether  with 
or  without  regulation.  In  this  they  are  asking  a  depart- 
ing from  what  imtil  very  recently  were  universally 
considered  the  proper  principles  of  law  and  of  economics. 
Their  argument  is  certainly  no  more  conclusive  than 
the  argument  of  those  who  would  suppress  trusts. 

To  defend  big  business  is  easy.  The  advantages  of 
large  scale  production  are  obvious.  To  identify  big 
business  and  large  scale  production  with  the  trust  is 
quite  another  thing.  The  glamor  of  the  huge  corporation 
with  its  mighty  plants,  its  splendid  organization,  its  thoro 
accounting  system,  its  integration  of  related  processes, 
must  not  blind  us.  All  these  are  essential  to  progress.  To 
get  them  we  might  even  be  willing  to  pay  the  high  price 
of  surrendering  competition.  But  we  must  be  sure  that 
they  can  be  secured  at  no  lower  price  before  we  tender 
such  a  compensation,  or  before  we  even  enter  on  a  path 
which  may  ultimately  necessitate  that  compensation. 

To  pass  from  a  regime  of  competition  to  one  of  monop- 
oly is  easy.  To  return  from  a  regime  of  monopoly  to 
one  of  competition  is  inmiensely  difficult.  The  Ameri- 
can people  have  not  yet  tried  out  fully  the  possibilities 
of  competitive  industry.  It  would  be  foolish  to  aban- 
don the  experiment  thus  early  in  our  national  develop- 
ment. If  we  destroy  as  far  as  possible  the  trusts  that 
now  exist,  if  we  prevent  trusts  and  combinations  from 
being  formed,  we  shall  soon  see  whether  it  is  possible 
to  secure  real  competition,  and  whether  under  competi- 
tion efficiency  can  reach  a  high  point.  If  not  we  can 
readily  enough  change  oiu*  policy.  On  the  other  hand, 
to  accept  the  trusts  today  is  to  leap  in  the  dark.  Every 
step  in  that  direction  is  difficult  to  retrace.  The  results 
of  an  experiment  with  permitting  trusts  freely  to 
organize  and  with  r%ulati4g  them  could  not  be  deter- 
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mined  for  such  a  long  period  of  time  that  the  trusts 
would  meantime  get  a  grip  aknost  impossible  to  shake 
off.  In  fact,  we  never  could  satisfy  oxuiselves  by  such 
an  experiment  that  a  trust  regime  was  more  satisfactory 
than  a  regime  of  competition,  for  we  should  have  no  fair 
example  of  the  working  of  competition  under  similar 
conditions  with  which  to  make  comparison. 

Particularly  weak  would  it  be  to  allow  the  mere  fear 
of  a  temporary  disturbance  of  business  to  turn  us  from 
a  safe  permanent  policy.  The  thoughtful  man  can  have 
no  patience  with  the  complaint  that  the  government  is 
interfering  with  business  or  lowering  the  prices  of 
securities  by  enforcing  the  anti-trust  law.  Suppose  an 
industrial  depression  should  be  brought  about  ?  Is  that 
a  heavy  price  to  pay  for  protecting  the  decades  and  the 
centuries  of  the  future  against  s,  mightly  evil  ?  Granted 
that  it  is  uncertain  whether  the  trust  regime  would  be  ^ 
a  mighty  evil,  the  mere  possibility  that  it  would  prove 
such  is  enough  to  justify  a  present  sacrifice  to  avert  it. 

The  thoughtful  opponent  of  trusts  does  not  urge  that, 
as  the  phrase  goes,  the  government  should  ''  run 
amuck.''  It  need  not  in  a  year  or  two  attack  evisry 
combination  without  due  inquiry  as  to  whether  it 
a.ctually  possesses  or  threatens  monopoly  power,  or  as 
to  the  manner  in  which  it  is  exercising  such  power  as 
it  does  possess.  A  policy  once  determined  upon  and 
definitely  announced  may  be  carried  out  with  reason* 
able  deliberation  and  consideration  of  all  interests. 
But  it  is  high  time  that  an  end  shall  be  put  to  all  doubt 
of  the  intention  of  the  people.  Either  they  must  pro- 
claim their  determination  to  maintain  a  regime  of  com- 
petition in  manufactures  and  trade  for  an  indefinite 
period  to  come,  or  they  must  promptly  declare  them- 
selves for  the  policy  of  regulation.  The  safe  policy  for 
today  is  prohibition  of  trusts  and  other  monopolistic  corn- 
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binations.  It  is  the  vigorous  enforcement  of  the  anti- 
trust laws,  aided  by  the  provision  of  expertadministrative 
machinery  such  as  the  proposed  trade  conmiission. 

Whether  the  ultimate  policy  adopted  toward  the 
trust  be  lais^ez  faire,  regulation  or  prohibition,  we  shall, 
in  all  probability,  find  it  necessary  to  supplement  the 
chosen  policy  by  vigorous  exercise  of  the  taxing  power. 
Taxation  can  take  away  a  large  part  of  monopoly  profits 
and  other  unearned  gains  whetherderived  from  trusts  and 
pools,  from  railroads,  from  banking,  from  control  of  land 
and  other  natural  resources,  or  from  any  other  source. 

Direct  taxation  of  trusts  and  other  business  enter- 
prises with  a  view  to  taking  away  excessive  gains  would 
encounter  practically  the  same  difficulties  as  regulation 
of  prices  and  profits.  Heavy  income  taxes  upon 
individuals,  particularly  if  progressive,  are  very  liard 
to  enforce.  Inheritance  taxes  would  be  more  feasible. 
Progressive  inheritance  taxes,  even  with  rates  such 
that  much  the  greater  part  of  the  largest  fortunes  would 
be  taken  by  the  government,  would,  in  the  opinion  of 
many  thoughtful  men,  be  neither  unjust  nor  socially 
disadvantageous.  They  are  defensible  even  when 
applied  to  fortunes  derived  from  strictly  legitimate 
business.  Taxes  of  this  sort  might  in  some  degree  tend 
to  check  the  accumulation  of  capital  and  to  prevent  the 
efficient  captain  of  industry  from  exercising  his  talents 
to  the  utmost,  but  the  effect  in  these  directions  would 
probably  not  be  very  serious.  There  might,  too,  be 
some  difficulty  in  enforcing  collection  and  preventing 
evasion,  but  on  the  whole  the  system  would  go  far 
toward  correcting  that  immense  disparity  of  wealth 
and  of  opportxmity  which  is  the  main  source  of  social 
unrest. 

E.  Dana  Durand. 
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UNITED  STATES 

SUMMARY 
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The  purpose  of  this  article  is  to  inquire  into  conditions 
of  agricultural  indebtedness  in  the  United  States,  to 
indicate  the  credit  facilities  of  the  American  farmer  and 
to  consider  the  plans  suggested  for  their  improvement. 

I.    EXISTING  CONDITIONS 

The  farmer  may  need  credit  for: 

1.  Land  acquisition,  through  purchase  or  inheri- 

tance. 

2.  Permanent  improvements,  such  as  buildings, 

fences,  drains. 

3.  Equipment,  including  machinery,  implements, 

work  animals. 

4.  Working   capital,   including  expenditures  for 

fertilizer,  seed,  fodder,  fuel,  labor. 
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Credit  for  land  and  improvements  is  usually  termed 
ownership  credit;  and  since  it  is  granted  for  a  com- 
paratively long  time  on  mortgage  security,  it  is  referred 
to  as  mortgage  or  long  term  credit.  Working  credit, 
on  the  other  hand,  since  it  is  granted  for  a  compara- 
tively short  time,  and  since  the  personal  factor  is  the 
chief  element  in  its  security,  is  referred  to  as  personal  or 
short  term  credit.  Equipment  credit,  tho  more  like 
improvement  than  like  working  credit  when  viewed 
from  the  standpoint  of  production,  must  be  classed,  on 
account  of  its  comparatively  short  term  and  the 
importance  of  the  personal  element  in  its  security,  as 
short  term  or  personal  credit. 

It  may  be  broadly  stated  that  previous  to  the  last 
quarter  of  the  nineteenth  century  American  farmers 
felt  little  need  of  credit.  They  had  been  given  their 
land  by  the  Government  or  had  bought  it  at  compara- 
tively low  prices.  Since  agriculture  was  extensive, 
expenditures  for  improvement  and  equipment  were 
inconsiderable.  The  virgin  soil  needed  no  fertilization, 
and  credit  was  seldom  required  except  for  family  sup- 
plies during  the  crop  growing  period. 

The  western  movement,  which  began  to  assume  large 
proportions  about  the  middle  of  the  nineteenth  century, 
resulted  in  the  opening  of  vast  areas  of  fertile  land 
adapted  to  grain  growing  and  of  free  grazing  land  on 
which  live  stock  could  be  raised  at  low  cost.  This 
resulted  in  a  tremendous  surplus  of  agricultural  prod- 
ucts, which,  owing  to  the  development  of  railroad  and 
ocean  transportation,  was  thrown  on  the  markets  of 
the  world,^  bringing  prosperity  to  the  farmers  of  America 
and  ruin  to  those  of  Europe. 

>  The  expottetion  of  oereda  did  not  begin  to  Mmme  larie  proportioDS  until  18S6, 
but  from  thie  time  untfl  1890  it  was  tremendous.  Between  1873  and  1890  the  area 
under  oereal  eultivmtkm  doubled.  Ytom  1880  to  1890  the  exports  of  wheat  increased 
&,  while  the  ineraase  of  oom  exports  was  even  more  marked.     The  exports  of 
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Partly  as  a  result  of  this  overwhelming  flood  of  pro- 
duction and  partly  on  account  of  the  speculation  and 
inflation  which  followed  the  Civil  War,  a  great  increase 
in  land  values  took  place.  This  gave  farmers  a  broader 
basis  for  borrowing  and  they  took  advantage  of  it  to 
make  improvements  and  to  add  more  land  to  their 
farms.  Tempted  by  the  high  rates  of  interest  and 
deceived  by  the  reported  endless  wealth  of  the  new 
west,  eastern  and  European  capitalists  made  loans 
altogether  too  freely  and  often  on  the  security  of  land 
practically  worthless  or  located  in  regions  of  uncertain 
crops.  The  upward  movement  culminated  in  the  early 
'90s;  grain  farming  reached  its  climax  and  over-produc- 
tion brought  the  inevitable  fall  of  prices  and  of  land 
values. 

Mortgage  Indebtedness 

Farmers  now  began  to  feel  the  burden  of  their  great 
mortgage  indebtedness,  which  had  grown  enormously 
during  the  preceding  decade  and  which  had  been 
incurred  largely  for  unproductive  purposes.^  Many 
could  not  pay  their  interest,  and  as  it  often  happened 
that  the  selling  price  was  less  than  the  amoimt  of  the 
mortgage,  foreclosures  were  common.^  This  collapse 
caused  wide-spread  discontent  among  the  farmers  and 

oenals  dunng  the  decade  1880  to  1889  were  tbxee  times  aa  great  as  thoee  of  the 
decade  1800  to  18d0.  The  export  of  liveetook  produots  inoreaaed  400%  from  1870  to 
1881.  The  Yalue  of  the  exports  of  American  breadstufTs  increaaod  from  $24,000,000 
in  1800  to  8288,000.000  in  1880,  while  the  yahie  of  livestock  produots  exported  roee 
in  these  years  from  10  million  to  160  million  doUais. 

1  George  K.  Holmes  estimates  that  the  ratio  of  mortgage  indebtedness  to  wealth 
increased  more  rapidly  from  1880  to  1890  than  from  1870  to  1880,  and  that  the  debt 
limit  was  more  nearly  approached  in  1890  than  in  1880.  Annals  of  American  Academy, 
1804,  p.  910. 

s  In  Michigan,  for  example,  there  were,  in  1888,  sixteen  hundred  and  sixty-seven 
foreclosures  with  only  one  hundred  and  thirty-one  redemptions.  Political  Science 
Quarterly,  vol.  v,  p.  72. 

Of  agricultural  loans  in  Indiana  amounting  to  one  million  dollars,  fifty-three  per 
cent  were  foreclosed;  and  in  some  states,  Kansas  and  Nebraska,  for  example,  conditions 
were  much  Worse.    Fdlitical  Science  Quarterly,  vol.  v,  p.  71 ;  ibid.,  vol.  iv,  p.  430,  et  seq. 
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as  ft  consequence  many  investigations  into  conditions  of 
rural  indebtedness  were  instituted.  The  Unitied  States 
Census  undertook  for  the  first  time  an  invest^tion  of 
mortgage  indebtedness.  The  inquiry  was  not  included 
in  the  agriculture  schedule,  but  special  agents,  sent  to 
one  himdred  and  two  typical  counties,  made  an  investi- 
gation which  served  as  a  basis  for  an  estimate  of  the 
total  mortgage  indebtedness  of  farms  operated  by  their 
owners.     This  total  was  estimated  at  $1,086,995,960.^ 

Prices  of  farm  products  reached  their  lowest  point 
about  1896,  but  land  values  continued  to  fall  until  1900. 
The  low  prices  discouraged  production,  and  the  increase 
in  cereal  production  between  1890  and  1900  was  only 
19%,  whereas  there  had  been  an  increase  of  34%  during 
the  preceding  decade.  In  many  of  the  great  agricul- 
tural states  soil  f ertiUty  had  begun  to  decline  and  the 
increase  in  production  which  did  take  place  was  due  not 
so  much  to  more  intensive  or  better  farming  as  to  the 
taking  up  of  new  lands  west  of  the  Missouri.* 

The  Census  of  1900  did  not  secure  data  on  farm 
indebtedness  and  there  are  no  statistics  of  its  movement 
from  1890  to  1900.  The  census  of  1910  secured,  on  the 
r^ular  agricultural  schedule,  information  r^arding  the 
amount  of  mortgage  indebtedness  on  farms  operated  by 
their  owners.  Since  returns  had  been  made  for  only 
75%  of  such  farms,  about  25%  of  this  debt  was  esti- 
mated. The  result  was  a  total  debt  of  $2,293,000,000, 
—  110%  greater  than  the  debt  of  similar  farms  in  1890.' 

1  The  methods  by  whioh  the  Censua  «Riv<ed  at  these  neults  have  been  eereiely 
oritieiied,  and  the  aoeiumoy  of  the  neulte  questioned.  Bat  the  writer,  while  f nttjr 
nppraeiatinc  the  shprteominf  of  these  stotistios  and  of  oensiis  data  in  general,  betteres 
that  they  are  suffioiently  aoourate  to  indicate  tendencies. 

*  The  aoreage  in  cereals  increased  30%  ditring  this  decade*  while  the  production  of 
cereab  increased  only  19%,  whereas  dwfac  the  preceding  decade  the  acreage  increased 
16%  and  the  production,  34%. 

*  The  stotistios  of  1800  are  not  oompanble  with  those  of  1010.  since  they  did  not 
distinguish  between  farms  consisting  exduslTely  of  owned  land  and  those  consisting  in 
part  of  rented  land.  But  this  difference  does  not  materially  affect  the  Talidity  of  the 
comparison.    Thirteenth  Census,  vol.  v,  Agriculture,  p.  101. 
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The  question  naturally  arises;  for  what  purpose  was 
this  huge  additional  debt  incurred  ?  The  census  did 
net  inquire  into  the  subject,  but  George  K.  Holmes 
estimates  that  about  64.4%  ^  of  the  total  debt  in  1890 
grew  out  of  ownership,  either  through  purchase  or 
through  inheritance;  and  he  thinks  that  probably  this 
statement  is  equally  applicable  to  the  year  1910.  When 
land  values  increase,  ownership  becomes  more  difficult, 
and  the  increase  of  mortgage  indebtedness  is  inevitable.^ 
During  the  period  1890-1910  the  value  of  land  and  its 
improvements  for  the  country  as  a  whole  increased 
100%,  and  this,  coupled  with  frequency  of  land  transfers, 
resulted  in  a  great  increase  of  mortgage  indebtedness. 

The  farmer  has  also  made  heavy  expenditures  to 
raise  his  standard  of  living  and  has  spent  large  sums  on 
improvements  and  equipment  and  in  working  capital. 
The  value  of  buildings,  apart  from  that  of  the  land,  was 
not  given  by  the  Census  of  1890,  but  was  given  in  1900 
and  1910,  and  comparison  shows  an  increase  of  77.8%.' 
During  the  same  decade  value  of  implements  and 
machinery  increased  68.7%,  while  the  expenditure  for 
labor  increased  82.3%,  and  that  for  fertilizer,  115%.* 
These  increased  expenditures  for  equipment  and  opera- 
tion are  the  result  of  the  normal  development  of  agri- 
culture, since  they  arise  out  of  a  growing  necessity  for 
greater  intensity  of  cultivation.  Animals  are  of  better 
quality  and  require  better  housing.  More  thoro 
cultivation  calls  for  a  larger  expenditure  for  labor  or 
increased  employment  of  machinery.     Declining  soil 

1  Holmes.  George  K.,  Rtinl  Credit  in  BunneoB  Amexic*,  February,  1913,  p.  126. 

*  Aocording  to  Troeien,  the  more  valuable  land  beoomee,  the  more  borrowed  capital 
is  neoenary  for  purchase,  and  hence  the  lower  becomes  the  percentage  of  own  capital  in 
agriculture.  Trosien,  Der  landwirtschaf tliche  Eredit  und  seine  durohgreifende  Ver- 
besserung,  p.  29. 

>  Thirteenth  Census,  1910,  vol.  ▼,  Agriculture,  p.  79. 

«  Ibid.,  p.  872. 
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fertility  may  force  the  farmer  to  resort  to  artificial 
fertilizer.  It  is  possible  that  these  added  items  of 
expense  may  not  be  reflected  in  increased  production 
and  must,  therefore,  be  wholly  met  out  of  an  increase 
in  prices.  But  should  such  an  increase  in  prices  not 
take  place,  the  additional  expenditures  would  have  to  be 
met  out  of  the  farmer's  capital,  which  must  ultimately 
increase  his  mortgage  indebtedness.  That  this  is 
frequently  the  case  the  history  of  agriculture  afifords 
abimdant  evidence.  A  recent  writer,  speaking  of  condi- 
tions in  a  certain  locality,  says  the  demand  for  mortgage 
credit  exceeds  the  supply,  owing  to  the  transformation 
of  short  term  into  long  term  loans.  Trosien  remarks 
that  personal  debts  tend  to  become  mortgage  debts, 
while  second  mortgages  often  arise  from  the  capitaliza- 
tion of  impaid  interest  on  the  first.^  Consolidation  of 
past  debts  is  given  as  the  greatest  cause  of  mortgage 
indebtedness  in  Saskatchewan.^  In  the  United  States, 
undoubtedly,  no  inconsiderable  part  of  the  indebtedness 
incurred  through  these  expenditures  has  been  converted 
into  mortgages;  and  this,  therefore,  may  be  considered 
as  one  of  the  causes  of  the  increase  of  mortgage  indebt- 
edness. But  the  fact  should  not  be  lost  sight  of  that 
during  the  period  under  consideration  there  has  been 
an  enormous  rise  of  prices,  which  has  not  been  taken 
advantage  of  to  reduce  mortgage  indebtedness  or  pre- 
vent its  increase  or  to  stimulate  production.  After 
due  allowance  has  been  made  for  the  growing  difficulties 
in  the  way  of  declining  soil  fertility  and  the  like,  the 
fact  remains  that  there  has  been  an  enormous  expendi- 
ture which  should  be  reflected  in  increased  production; 
but  no  such  reflection  can  be  discovered.  Enormous 
sums  have  been  spent  for  buildings,  implements, 
machinery,  labor  and  fertilizers,  and  yet  there  has  been 

>  TVoaien,  p.  21.  >  Commereial  West,  Norember  8, 1013,  p.  84. 
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no  appreciable  increase  in  the  average  yield  of  staple 
crops;  and  tho  the  census  is  probably  mistaken  in 
reporting  a  decline  in  the  volume  of  dairy  products, 
there  has  probably  been  no  great  increase. 

The  farmers  of  the  South  depend  much  more  on 
personal  credit  than  do  those  of  the  North.  45%  of  the 
farms  in  the  West  Central  States  are  mortgaged,  while 
in  the  South  Atlantic  states  but  13%  are  mortgaged  and 
in  the  South  Central,  8.2%.  In  Iowa  51%  are  mort- 
gaged; and  in  Alabama,  26%.  The  reasons  for  this 
difference  are  various.  Among  them  may  be  mentioned 
the  fact  that  much  of  the  land  in  the  South  is  held  in 
lai^  tracts,  which  are  usually  broken  up  into  small 
farms  under  tenant  cultivation.  And  while  the  owners 
of  such  tracts  may  often  secure  money  at  favorable 
rates,  this  system  of  farming  does  not  adapt  itself  to 
large  mortgage  loaning.  In  the  case  of  the  southern 
owner  who  himself  tills  the  farm,  the  system  of  agricul- 
ture is  such  that  the  secmity  offered  is  not  attractive 
to  outside  capital.  Agricultmul  practices  are  not 
standardized;  loans  are  small;  the  general  prejudice 
of  the  owner  against  a  mortgage,  the  prevailing  senti- 
ment that  a  mortgage  on  the  farm  greatly  impairs  the 
mortgagor's  personal  credit,  large  homestead  exemp- 
tions, and  lack  of  adequate  laws  to  protect  the  investor 
have  retarded  mortgage  loans  in  the  South,  while  low 
land  values  and  infrequent  transfers  have  also  been 
important  factors  in  keeping  down  mortgage  indebted- 
ness. As  a  result  permanent  improvements,  which 
must  be  made  largely  from  mortgage  loans,  have  not 
been  made.  But  a  tremendous  change  in  this  regard 
has  been  going  on  in  the  South  during  the  past  twenty 
years  and  particularly  during  the  last  decade.  While 
homestead  exemptions  and  laws  protecting  credit  have 
undergone  little  change,  ownership  has  greatly  increased 
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among  both  white  and  colored  farmers.^  Agricultural 
conditions  have  become  more  stable;  land  values  have 
risen  and  are  much  less  speculative  than  in  the  North; 
improvement  expenditures  show  a  marked  increase  and 
while  the  percentage  of  farms  mortgaged*  and  the 
absolute  indebtedness  are  low  in  the  South  as  compared 
with  the  North,  the  per  cent  of  increase  in  mortgage 
indebtedness  in  the  former  section  has  been  very  much 
greater.  For  example,  the  increase  of  mortgage  indebt- 
edness for  the  North  Central  states  was  59%,  while  the 
increase  for  the  South  Central  was  190%.'  For  Iowa, 
which  has  the  heaviest  mortgage  indebtedness  of  all  the 
northern  states,  the  increase  was  100%,  while  for 
Alabama  it  was  437%.^  Altho  the  rates  on  mortgage 
loans  are  much  higher  in  the  South  than  in  the  better 
developed  agricultural  regions  of  the  North,  the  burden 
of  mortgage  indebtedness  is  much  lighter  in  the  South. 
In  much  of  the  South  agricultural  conditions  to-day  are 
very  similar,  as  regards  the  return  on  investment,  to 
those  which  prevailed  in  the  great  Middle  West  a 
generation  ago.*  High  interest  rates  are  off-set  by 
large  profits;  the  short  term  of  the  loan,  which  is  from 
three  to  five  years,  is  usually  sufficient  time  for  the 
farmer  to  pay  off  his  debt  if  he  is  so  inclined. 

^  Thirteenth  CeoflUB,  Abetiaot.  p.  293. 
>  Ibid.,  p.  208. 

•  Ibid.,  p.  208. 

«  Thirteenth  Census,  vol.  vi.  pp.  606  and  521. 

*  Tlie  census  data  afford  only  a  very  crude  aiyproximation  to  the  relation  of  income  to 
investment,  but  after  due  allovrance  is  made,  the  following  figures  show  conclusively  the 
correctness  of  this  statement.  In  Yasoo  County.  Mississippi,  farm  lands  are  valued  at 
$10  to  $25  an  acre.  The  average  gross  income  per  acre  is  $28.  while  the  average  mort- 
gage indebtedness  per  acre  is  $1.80.  In  Cass  County,  Iowa,  the  land  values  are  from 
$100  to  $125  per  acre  while  the  gross  income  per  acre  amounts  to  $11  if  only  crops  and 
daily  products  are  taken  into  account  and  to  $20  if  the  sales  of  live  stock  are  induded. 
The  average  mortgage  indebtedness  is  $27  an  acre.  In  Oglethoipe  County,  Qeorgia,  the 
average  value  of  land  is  from  $10  to  $25  an  acre,  the  average  income  is  $10,  the  average 
mortgage  is  $2.  In  Paulding  County,  Ohio,  land  is  valued  at  from  $75  to  $100  per  acre 
and  the  average  income  per  acre,  including  returns  from  livestock  sold,  is  $15.  The 
average  mortgage  indebtedness  is  $10. 
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Beyond  the  expenditure  necessary  to  maintain  the 
former  level  of  production,  which  may  eventually  mean 
an  increase  in  mortgage  indebtedness,  any  further 
increase  in  such  indebtedness  should  indicate  expansion; 
that  is,  an  increase  in  production.  In  Germany,  for 
example,  while  mortgage  indebtedness  has  greatly 
increased,  during  the  last  quarter  of  the  century,  there 
has  also  been  an  enormous  expansion  in  agriculture. 
Helfferich  shows  that  the  yield  of  wheat,  rye,  oats, 
barley,  potatoes  and  hay  increased  77.7%  during  this 
period,  while  the  acreage  increased  87.7%.^  Similar 
figures  might  be  given  for  Denmark.  In  the  United 
States,  however,  the  increased 'mortgage  indebtedness 
is  not  reflected  in  increased  production.  Agricultural 
prosperity  has  been  almost  solely  due  to  an  increase  in 
prices. 

Some  writers  maintain  that  this  is  not  a  serious 
matter,  since,  owing  to  the  rise  of  land  values,  the  farmer 
now  has,  on  an  average,  despite  his  heavier  mortgage 
indebtedness,  a  greater  equity  than  before,  shown  by  the 
fact  that  in  1890  the  mortgage  debt  on  farms  operated 
by  owners  was  35.5%  of  their  value,  while  in  1910  it  was 
but  27.2%.  But  the  argument  seems  to  the  writer 
fallacious.  The  real  measiure  of  the  prosperity  of  the 
farmers  as  a  class  is  not  the  amount  of  their  equity  but 
the  net  retiun  on  their  investment.  Altho  an  increased 
equity,  not  accompanied  by  a  corresponding  increase 
in  the  net  retiun  on  investment,  is  of  course  a  gain  to  the 
farmer  who  wishes  to  sell,  it  is  of  no  material  advantage 
to  the  one  who  wishes  to  hold  his  farm  and  whose 
income  is  sufficient  for  his  needs;  while  a  new  owner, 
whether  by  purchase  or  by  inheritance,  is  actually 
worse  off,  despite  his  increased  equity,  than  if  the  land 
had  not  increased  in  value,  because  of  his  larger  interest 

1  Annalist.  October  20. 1913,  p.  482. 
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payments  and  the  fact  that  the  mere  acquisition  of  the 
land  has  depleted  his  working  funds.  To  quote  from 
the  report  of  a  recent  investigation, ''  where  land  values 
are  high,  the  amoimt  of  money  invested  in  working 
capital  becomes  proportionately  small/'  This  refers 
to  conditions  in  Indiana,  Illinois  and  Iowa/  And 
Trosien  states  that  the  higher  the  price  of  land  rises,  the 
more  difficult  does  it  become  to  secure  capital  for  its 
proper  working/ 

The  significance  of  equity  becomes  clearer  if  farming 
is  viewed  as  a  business  which  is  successful  only  if  it 
yields  a  fair  return  on  the  investment  and  pays  the 
farmer  fair  wages  of  management.  That  this  is  not  the 
case  in  our  most  advanced  agricultuitkl  regions  has  been 
clearly  brought  out  by  the  report  of  the  above-men- 
tioned investigation  of  farming  conditions  in  Indiana, 
Illinois  and  Iowa.  Two  hundred  and  forty-seven 
rented  farms  were  investigated,  with  the  result  that  the 
average  retiun  on  their  investment  to  the  landlords  in 
these  states  is  shown  to  be  3.5%,  3.6%  and  3.2% 
respectively.  In  the  case  of  273  farm  owners  who 
tilled  their  farms,  the  average  labor  income  left  after 
the  deduction  of  5%  interest  on  the  capital  was  $408. 
"  One  owner  out  of  every  three  paid  for  the  privilege 
of  working  his  farm,  that  is,  after  deducting  5%  interest 
on  his  investment  he  failed  to  make  a  plus  labor  in- 
come." And  the  farm  owners,  with  an  average  invest- 
ment of  over  twelve  timeis  that  of  the  farm  tenants, 
made  less  than  half  as  much  labor  income.  The  bulletin 
concludes  that  the  farmers  of  these  regions  who  are 
owners  are  living  on  the  earnings  of  their  investment 
and  not  on  the  real  profits  of  the  farm.* 

1  BoUetixk  41,  United  Statea  Deiwrtment  of  Agrieultufe,  p.  80. 

s  Troiien,  p.  28. 

>  BuUetfai  no.  41,  United  State*  Department  of  Acrieultura. 
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It  is  not  at  all  certain  that  this  increased  equity  is 
stable.  It  is  evident  that  part  of  the  increase  has 
resulted  from  land  speculation;  and  since  production 
has  remained  about  stationary,  the  rest  must  be  credited 
to  the  rise  in  prices  of  farm  products.  These  prices  are 
now  so  high  that  any  further  rise  must  either  ciutail 
consumption  or  stimulate  importation,  and  is  therefore 
improbable.  Indeed  it  is  doubtful  whether  the  present 
hi^  prices  will  continue  even  if  there  is  no  interruption 
of  general  prosperity.  For  in  normal  times  a  change  of 
agricultural  prices  is  always  imminent,^  and  with  prices 
at  their  present  high  level  any  change  would  probably 
be  a  decline.  This  might  easily  cause  a  diminution  of 
the  farmer's  income  which  would  result  in  a  fall  of  land 
values  sufficient  to  wipe  out  much  of  the  increase  in  his 
equity  and  to  add  still  further  to  the  burden  of  his 
mortgage  debt.* 

The  writer  is  not  of  the  opinion  that  the  average 
mortgage  indebtedness  of  the  American  farmer  is 
excessive.  In  a  country  so  rich  agriculturally,  a  mort- 
gage debt  of  $2,793,000,000 '  is  no  cause  for  alarm;  and 
in  general,  an  increase  of  the  agricultural  indebtedness 
of  a  country  is  usually  a  sign  of  prosperity.  But  it  is  a 
sign  of  prosperity  only  if  the  increase  of  land  values  on 
which  the  additional  mortgage  debt  is  based  has  been 
caused,  not  by  speculation  or  by  an  abnormal  rise  in 
the  prices  of  products,  but  by  an  actual  increase  in  the 
volume  of  production.     It  is  essential  not  only  to  the 

1  '*R«UiioDS  betwe«n  phyaieal  produetion  and  peounianr  value  are  exoeedini^ 
imcular  with  ecncultunl  produote.*'     MHohell,  Bueixieee  Gydee,  p.  289. 

*  SeMonal  variation  and  fluotuating  prioes  have  a  maiked  inflqenee  on  the  profite 
fmn  fanning  in  the  dietrieta  studied  in  niinoia,  Indiana  and  Iowa.  The  arerage  piioe 
received  for  oom  aold  by  the  landlord!  of  the  two  hundred  and  forty-eeven  tenant  farms 
was  $.41,  and  a  drop  of  $.05  alone  would  have  reduced  the  income  6%.  Bulletin  41, 
United  States  Department  of  Agriculture. 

•  Holmes,  Business  America,  Februaiy,  1918,  p.  124. 
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welfare  of  society  in  general  but  also  to  the  security  of 
the  farmer  himself  that  any  increase  in  the  returns  from 
agriculture  shall  have  resulted  mainly  from  an  increase 
of  production  rather  than  from  high  prices. 


Sources  op  Mobtgagb  CBiajiT 

The  principal  sources  of  mortgage  credit  are:  (1)  the 
individual  lender;  (2)  the  life  insurance  company; 
(3)  the  bank;  (4)  the  state;  (5)  the  mortgage  company; 
(6)  the  building  and  loan  association.  These  will  be 
considered  in  the  order  stated. 

(1)  In  most  communities  there  are  individuals  willing 
to  loan  to  their  neighbors,  because  through  personal 
supervision  they  can  minimize  risks  which  exclude  out- 
side lenders,  and  because  by  loaning  directly  they  avoid 
paying  the  middleman's  commission.  This  form  of 
credit  offers  certain  advantages  to  the  borrower,  but  it 
lends  itself  to  abuse.  It  plays  an  important  rdle  in 
this  country,  but  no  statistics  concerning  it  are  avail- 
able. 

(2)  Perhaps  the  most  important  source  of  farm  mort- 
gage loans  is  the  insurance  company.  It  has  been 
recently  estimated  ^  that  172  of  the  leading  life  insur- 
ance companies  have  outstanding  rural  loans  to  the 
amount  of  $572,000,000,  or  about  one-fifth  of  the  entire 
agricultiu*al  mortgage  indebtedness.  They  operate  in 
all  parts  of  the  country  where  agricultural  conditions 
are  sufiSciently  well  established  and  where  land  values 
are  high  enough  to  furnish  adequate  security  for  a  fairly 
large  loan.  Great  caution  is  exercised  and  the  inclusion 
of  a  locality  in  the  territory  of  one  of  these  companies 
is  evidence  of  that  locality's  prosperity  and  good  stand- 

1  Badow,  G.  M.  J.,  Investmentfl  of  life  luunnoe  Compwuet.  Rand  MoNaOy 
Bankun'  Monthly,  June.  1018,  p.  17. 
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ing.  But  even  in  good  sections,  loans  on  small  farms 
are  not  favored.^  The  companies  not  infrequently 
make  their  investments  through  well-established  mort- 
gage companies  but  they  usually  act  through  local 
agents  thoroly  acquainted  with  the  conditions  in  their 
districts.  These  agents  make  the  appraisals  and 
exercise  general  supervision  over  the  loans.  The 
company,  however,  employs  its  own  attorney  and 
inspectors,  who  pass  final  judgment  on  the  valuations, 
titles  and  papers  submitted  by  the  agents. 

Each  year  sees  an  increase  in  the  investments  of  life 
insurance  companies  in  farm  loans.  This  is  due  to  the 
improvement  of  the  average  risk,  to  growing  confidence 
in  the  security  of  such  loans  and  to  the  comparatively 
high  rate  of  interest  *  which  they  yield. 

(3)  In  general,  it  is  not  the  function  of  a  bank  to 
make  mortgage  loans.  Not  until  the  passage  of  the 
Federal  Reserve  Act  of  1913  were  national  banks  per- 
mitted to  loan  on  real  estate,  tho  it  has  been  tiieir 
common  practice  to  take  real  estate  mortgages  as  added 
security  for  personal  loans.  Section  24  of  the  Federal 
Reserve  Act  provides  that  any  national  bank  not 
situated  in  a  Central  Reserve  city  may  make  loans  on 
improved  farm  land,  not  to  exceed  50%  of  the  actual 
value  of  the  property  offered  as  security  and  for  a 
period  not  exceeding  five  years.  The  bank  may  make 
such  loans  in  an  aggregate  sum  equal  to  25%  of  its 
capital  and  surplus,  and  to  33 i%  of  its  time  deposits. 

>  One  of  the  largest  oompanies,  with  practically  all  its  anets  in  farm  loans,  reports 
their  averace  siae  to  be  $1782.  Since  the  company  loans  up  to  but  slightly  over  25% 
of  the  farm  values,  it  is  evident  that  the  small  farmer  obtains  no  assistance  from  this 
sooree. 

*  In  1913  the  average  interest  on  the  assets  of  insurance  companies  investing  in 

Farm  loans  and  stocks  was 5.06% 

Farm  loans  and  no  stocks  was 5.57  % 

No  fann  loans  and  no  stocks  was 4.75% 

Rand  McNally.  June,  1918.  p.  24. 
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What  is  likely  to  be  the  result  of  the  new  policy  thus 
inaugurated  7 

For  years  there  has  been  agitation  both  within  and 
without  the  ranks  of  the  national  banks,  for  the  adop- 
tion of  this  policy;  and  now  that  it  has  finaUy  been 
adopted,  it  is  heralded  as  a  great  boon  to  agriculture. 
In  a  recent  statement  from  the  Treasury  Department 
(reported  in  the  daily  papers  of  Jime  nineteenth),  atten- 
tion was  called  to  the  fact  that  at  the  present  time 
$500,000,000  is  available  for  farm  mortgage  loans. 
The  writer,  however,  does  not  share  the  belief  that  the 
making  of  real  estate  loans  by  national  banks  is  in 
accordance  with  the  principlbs  of  sound  banking,  and 
even  if  it  were,  he  does  not  believe  that  such  loaning 
would  prove  profitablfe  to  the  banks  or  convenient  for 
the  farmers. 

A  bank's  primary  function  is  to  make  possible  the 
employment  of  capital  temporarily  out  of  use.  This 
it  does  by  establishing  a  reservoir  of  liquid  funds  known 
as  deposits.  It  should  not  act  as  a  primary  agent  of 
investment,  even  to  the  extent  involved  in  making  five 
year  mortgage  loans.  The  resources  of  a  bank  should 
be  kept  so  liquid  that  they  will  be  immediately  available 
in  times  of  stress.  The  time  deposits  of  even  the  coim- 
try  national  bank  do  not  bear  the  same  relation  to  the 
bank  as  the  savings  deposits  bear  to  the  industrial 
savings  bank.  The  restriction  of  the  amount  to  be 
loaned  to  33i%  of  the  time  deposits  and  of  the  term  to 
five  years  is  an  admission  of  this  fact.  Yet  it  is  difficult 
to  see  why  this  five  year  restriction  was  made,  since 
from  the  standpoint  of  a  bank  a  five  year  loan  is  no  more 
liquid  than  a  ten  year  loan. 

Further,  in  meeting  the  demands  of  farmers  for  per- 
sonal loans,  the  bulk  of  which  run  for  a  period  of  from 
six  months  to  a  year  and  are  therefore  not  short  time 
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loans  in  a  strict  sense,  national  banks  are  subjected  to  as 
great  a  strain  as  they  should  be  called  upon  to  bear. 

The  banks  are  not  likely  to  find  it  profitable  to  make 
the  permitted  mortgage  loans,  since  the  rate  could  not 
be  higher  than  that  on  conmiercial  loans;  while  farmers 
can  secure  loans  locally  from  individuals  or  from  outside 
sources  at  lower  rates.  In  Illinois  or  Minnesota,  for 
example,  farmers  to  whom  a  National  bank  would  care 
to  loan  on  mortgage  can  secure  loans  on  their  farms  at  a 
rate  below  that  which  the  bank  charges  on  their  per- 
sonal loans  and  even  lower  than  that  paid  the  bank  by 
the  local  merchant.  Even  if  it  be  granted  that  under 
certain  conditions  it  would  be  to  the  bank's  advantage 
to  make  the  mortgage  loans,  a  five  year  term  would  be 
too  short  if  the  loan  was  required  for  purchase.  It  is  to 
be  bom  in  mind,  also,  that  a  farmer  who  would  have  to 
resort  to  mortgaging  for  improvements  or  equipment 
would  already  have  a  mortgage  on  his  farm  and  could 
therefore  not  offer  acceptable  security  to  a  national 
bank. 

The  conclusion  is  inevitable  that  the  newly-authorized 
loans  cannot  become  important.  This  is  overwhelm- 
ingly borne  out  by  the  experience  of  our  state  banks  and 
by  that  of  European  banks.  It  is  interesting  to  note  in 
this  connection  that  the  Scotch  banks,  which  have  been 
wonderfully  successful  in  meeting  the  demands  of 
agriculture,  do  not,  if  they  can  avoid  it,  accept  real 
estate  as  security.^  One  cannot  but  suspect  that  a 
great  deal  of  the  clamor  for  the  law  permitting  national 
banks  to  make  mortgage  loans  has  been  raised  by  men 
ignorant  of  banking  principles,  eager  to  propitiate  those 
who  regard  the  national  banks  as  oppressors,  or  by 
bankers  who  have  permitted  their  judgment  to  become 
warped. 

>  Senate  document  214, 63d  Congrees.  lit  Seerion,  p.  827. 
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State  banks  have  not  been  restrained  by  law  from 
making  mortgage  loans  but  have  not  taken  them  to  a 
great  extent.  Indirectly,  however,  by  acting  as  agents 
of  outside  investors,  both  national  and  state  banks  have 
made  enormous  sums  of  capital  available  to  farmers. 
Unlike  these  banks,  trust  companies  and  savings  banks 
have  in  trust  funds  which  may  safely  be  loaned  on  mort- 
gage.^ But  while  the  trust  company  has  performed 
a  very  important  service  in  the  matter  of  making  agri- 
cultural loans,  savings  banks,  which  are  largely  confined 
to  our  industrial  centers,  have  found  urban  loaning 
more  profitable. 

(4)  Some  States  loan  to  farmers  from  the  permanent 
school  fimd.  Up  to  the  present  time,  this  has  but 
slightly  influenced  the  farm  mortgage  situation,  but 
recent  agitation  favors  a  greater  liberality  in  this  prac- 
tice. Authorities  have  rightly  felt,  however,  that  these 
funds  should  not  be  loaned  without  adequate  security, 
and  farmers  who  can  offer  such  security  would  have  no 
trouble  in  obtaining  loans  elsewhere. 

(5)  Diuing  the  last  quarter  of  the  nineteenth  century 
numerous  mortgage  companies  were  organized  which 
obtained  their  funds  through  the  sale  of  debenture 
bonds.  Through  unscrupulous  management  and  lack 
of  public  supervision  many  of  these  companies  were  led 
into  careless  and  excessive  loaning  which  involved  them 
and  their  gullible  investors  in  the  collapse  of  the  early 
'90s.  Some,  however,  were  conservatively  managed 
and  are  still  in  existence,  and  at  present  mortgage  com- 
panies are  pla3ring  an  important  r61e  in  the  making  of 
farm  loans,  altho  the  issue  of  debenture  bonds  has  been 
practically  given  up. 

>  '*  The  demand  for  trust  oompuues  in  country  dJstriots  has  been  not  inoonaiderable. 
TiV9i  eompaniee  lupply  a  large  part  of  the  farm  loaninga,  either  retaining  the  mortgacea 
or  aelling  them  to  olienta  outaide  the  district,  by  which  they  aucceed  in  drawing  oataide 
capital  to  the  community.*'     American  Banker,  July  12, 1918. 
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There  are  two  cla^s  of  mortgage  companies.  The 
first  claiss  are  really  mortgage  brokers.  They  are 
without  resources  and  are  therefore  not  in  a  position  to 
assume  financial  responsibility.  They  receive  the 
farmer's  application,  appraise  his  property,  draw  up  the 
papers  and  on  finding  a  purchaser  of  the  mortgage,  pay 
over  the  sum  to  the  farmer.  As  agents,  they  collect  the 
interest  and  generally  supervise  the  loan.  The  objec- 
tions to  such  companies  are:  that  the  farmer  must  wait 
for  his  loan  imtil  a  purchaser  can  be  found;  and  that, 
in  case  of  defaulted  interest  or  of  foreclosure  the  incon- 
venience falls  on  the  investor. 

The  second  class  of  mortgage  companies  occupy  the 
position  of  imderwriters.  On  the  farmer's  application 
the  company  makes  an  appraisal  of  his  farm  and  if 
willing  to  grant  the  loan  does  this,  after  the  necessary 
preliminaries,  in  its  own  name  and  from  its  own  re- 
sources. It  then  sells  the  mortgage  to  the  investor  and 
endorses  it  to  him.  But  if  the  loan  is  too  large  to  be 
made  by  a  single  investor  the  company  itself  retains  the 
mortgage  and  sells  serial  bonds  issued  against  it.  The 
company  guarantees  the  title,  collects  the  interest  and 
advances  it  in  case  of  delay,  and  generally  supervises 
the  loan.  It  keeps  the  investor's  money  constantly 
employed  by  reinvestment  in  new  mortgages  as  the  old 
ones  become  due. 

(6)  The  building  and  loaning  associations,  which  are 
now  found  in  practically  all  parts  of  the  country  and 
which  have  rendered  great  service  to  home  buyers  in  our 
smaller  cities  and  towns,  until  very  recently  took  mort- 
gages on  urban  property  only;  but  in  the  older  parts  of 
the  country  they  are  now  attempting  to  extend  their 
activities  to  the  country  districts,  and  in  some  localities 
their  loans  to  farmers  have  begun  to  assume  considerable 
proportions.      For  example,  the  Ohio  Building  and 
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Loan  Associations  have  outstanding  at  the  present  time 
five  thousand  loans,  amounting  to  over  $11,000,000. 
The  loans  run  from  one  to  sixteen  years.^  The  associa- 
tions have  shown  themselves  capable  of  adaptation  to 
the  peculiar  needs  of  farmers,  and  there  is  every  reason 
to  believe  that  they  will  become  a  fruitful  source  of 
farm  loans. 

In  a  country  so  extensive  and  of  such  widely  varjring 
conditions,  it  is  impossible  to  determine  the  average 
rate  the  farmer  is  paying.  On  the  basis  of  similarity  in 
mortgage  conditions  the  coimtry  may  be  divided  into 
three  regions :  the  older  sections  of  the  North  and  Middle 
West,  the  South,  and  the  newer  sections  of  the  West 
and  Northwest.  But  it  should  be  borne  in  mind  that 
even  within  these  regions  rates  vary  greatly  between 
communities,  and  even  between  farmers  of  the  same 
community. 

In  the  most  favored  sections  of  the  North  the  rate  is 
about  5.5%,  plus  a  2%  conmiission  distributed  over 
five  years,  which  makes  the  cost  of  the  loan  about  5.9%. 
The  commission  covers  all  expenses  save  the  registration 
fee.  In  the  less  favored  sections  the  rate  is  i%  to  1% 
higher,  that  is,  it  varies  from  about  6.4%  to  about 
6.65%.  The  North  and  Middle  West  bear  about  60% 
of  the  entire  farm  mortgage  indebtedness  of  the  country. 

In  the  South  the  majority  of  the  borrowers  pay  6.5% 
plus  a  2%  annual  commission,  or  8.5%.  This  section 
bears  about  20%  of  the  total  mortgage  indebtedness  of 
the  country. 

In  the  West  and  Northwest  the  rate  is  about  the  same 
as  in  the  South.  This  section  bears  about  20%  of  the 
mortgage  debt  of  the  coimtry. 

1  Paper  by  K.  V.  HAymaker,  read  before  the  Ohio  Building  AeeoolatioB  League, 
Marietta,  Ohio,  October  16, 1918. 
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But  there  are  numerous  exceptions  to  these  state- 
ments of  rates.  Many  farmers  are  able  to  borrow 
money  at  from  four  to  five  per  cent  ^  while  in  the  South 
and  in  the  newer  sections  of  the  United  States,  loans 
not  infrequently  pay  10%  interest,  with  the  addition 
of  a  three  to  five  per  cent  annual  conmiission. 

Rates  may  also  be  approximately  estimated  from  the 
3rield  of  mortgage  loans  to  investors.  The  usual  rate 
offered  to  investors  by  mortgage  companies  making 
loans  in  the  northwest  is  6%,  tho  the  rate  varies,  accord- 
ing to  the  risk,  from  5.5%  to  7%.  In  the  South  the 
usual  rate  is  7%,  tho  some  loans  are  made  at  6%.  The 
commissions  charged  by  the  companies  vary,  according 
to  risk  and  competition,  from  1%  to  3%. 

The  president  of  a  mortgage  company  located  in  the 
extreme  Northwest  states  that  in  order  to  cover  expenses 
and  make  adequate  profits  the  mortgage  company 
must  have  an  annual  margin  of  at  least  1.5%  above  the 
rate  quoted  to  the  investor.  In  other  words,  in  that 
region  the  farmers  who  are  more  favorably  situated  pay 
from  7%  to  7.5%.  The  annual  margin  on  the  less 
desirable  loans  is  probably  from  2%  to  3%,  and  the 
interest  is  from  8%  to  9.5%.  The  president  of  a  com- 
pany located  in  the  Middle  West  states  that  its  mort- 
gages net  the  investor  from  5.5%  to  6%,  that  the  cost 
of  making  the  loan  is  .7%  and  that  the  additional  charge 
for  profit  makes  the  cost  to  the  farmer  from  7%  to  7.5%, 
These  figures  are  significant  in  connection  with  the  fact 
that  the  company  has  outstanding  mortgages  to  the 
amount  of  $15,000,000,  and  that  it  will  not  do  business 
in  a  commujoity  which  does  not  annually  furnish  mort- 
gage paper  amounting  to.  $200,000.* 

1  Loau  at  thase  rates,  however,  are  on  the  best  nska  and  are  made  oiUy  by  insun^ 
oompanies  and  individuals.     The  mortgace  ocnnpanies  cannot  afford  to  make  them 
since  the  rate  is  too  low  to  allow  the  necessary  profits. 

>  It  is  evident  from  these  figures  that  the  statement  frequently  given  out  by  advo- 
eates  of  better  credit  facilities  grossly  exaggerate  the  excess  interest  the  farmer  is  sup- 
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The  local  middleman  plays  an  important  part  in 
mortgage  loaning  in  the  United  States.  While  the  better 
organized  mortgage  companies  urge  the  farmer  to  deal 
directly  with  them,  he  nevertheless  often  pays  a  com- 
mission to  a  third  party  for  telling  him  where  he  may 
secure  a  loan,  and  in  many  parts  of  the  country  there  are 
middlemen  who  perform  no  other  function.  In  certain 
sections,  however,  the  isolated  position  of  the  farmer,  his 
ignorance  of  business,  his  lack  of  system  and  his  depen- 
dence on  outside  capital  make  a  middleman  who  is 
familiar  with  him  and  his  affairs  a  necessity.  So  varied 
are  the  conditions  imder  which  such  a  middleman  acts 
that  it  is  practically  impossible  togeneralize  as  to  the  cost 
of  his  services;  but  in  most  cases  it  is  not  exorbitant. 

The  period  of  a  mortgage  loan  is  an  important  ele- 
ment in  determining  its  cost.  In  the  United  States, 
as  a  'whole,  the  usual  period  is  five  years,  but  in  the 
South  small  loans  are  often  made  for  three  years  and 
in  the  best  regions  of  the  North  some  loans  are  made 
for  ten.  In  the  early  history  of  mortgage  loaning,  loans 
were  small  in  proportion  to  the  productivity  of  the  land 
and  there  was  some  economic  justification  for  the  three 
or  five  year  term,  since  a  loan  could  often  be  paid  off 
within  that  time;  but  this  is  no  longer  the  case  for  a 
large  part  of  the  country,  tho  it  still  holds  true  in  the 
South  and  the  newer  sections  of  the  West.  With  so 
short  a  term,  frequent  renewals  are  necessary,  and  the 
expense  and  imcertainty  involved  impose  a  needless 
burden  on  the  borrower.  The  usual  excuse  for  the 
short  term  is  that,  since  the  mortgage  contains  no  clause 
providing  for  foreclosure  in  the  case  of  depreciation  or 
for  partial  payments,  the  short  term  is  the  lender's  only 

polled  to  be  paying  sinee  the  bulk  of  mortgage  indebtedneas  b  not  bearing  the  rate 
of  lAtereet  on  which  they  are  baaing  their  oaloulationa.  Pxeaident  Taft,  in  hia  letter 
of  October  11,  1912,  to  Ambaaaador  Henick,  ia  made  to  aay  that  the  average  rate  of 
intereet  on  the  entire  mortgage  debt  ia  8.5%.  Senate  Document  057,  Sizty-aecond 
Gongreaa,  Third  Seaaion,  p.  4. 
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means  of  self  defense.  But  this  is  a  poor  argument, 
since  the  farmer  would  doubtless  consent  to  the  inclusion 
of  such  a  clause  if  he  could  thereby  secure  a  longer  term 
with  the  privilege  of  making  partial  payments.  The  real 
reason  for  short  periods  is  to  be  found  in  the  desire  of  the 
investor  or  his  agent  for  conunissions  on  renewals.  In 
partial  extenuation  it  may  be  noted  that  the  initial  cost 
of  making  a  loan  is  often  so  great  that  if  the  hope  of 
future  profits  from  renewals  were  to  be  eliminated  initial 
conunissions  would  have  to  be  made  larger. 

Another  element  of  the  cost  of  the  mortgage  loan  is 
the  expense  of  registration,  of  searching  and  perfecting 
titles,  of  abstracting  and  so  forth.  This  is  sometimes 
made  an  extra  chaige.  The  registration  fee,  which  in 
many  states  is  merely  nominal,  is  alwajrs  paid  by  the 
borrower.  In  some  states,  however,  its  amount  de- 
pends on  the  length  of  the  document  and  therefore 
bears  no  relation  to  the  amount  of  the  loan.  Often  it  is 
a  grievous  burden  on  the  small  borrower.  Some  states 
have  introduced  the  Torrens  system  of  title  registra- 
tion, thereby  reducing  the  expense  to  a  minimum.  In 
other  states  abstract  companies  have  done  much  to 
reduce  these  costs.  In  the  South,  however,  such  com- 
panies are  not  common  and  since  the  records  must  be 
searched  from  the  beginning  for  each  new  mortgage, 
the  cost  is  high. 

Personal  Indebtedness 

There  has  been  no  general  investigation  into  the 
amount  of  personal  indebtedness  of  the  American 
farmer.  Holmes  ^  estimates  the  total  rural  indebted- 
to  be  $6,000,000,000  of  which  $2,795,000,000  *  is 


s  BmiaaM  AmBrioft,  Fabnuwy,  1918,  p.  121. 

*  $800,000,000  of  this  Amount  Is  mortgigw  debt  oa  f anu  opentod  bj  tonanU. 
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real  estate  credit  and  the  rest  is  personal  credit  dis- 
tributed as  follows:  chattel  mortices,  $700,000,000; 
liens  on  crops  other  than  cotton,  $450,000,000;  cotton 
crop  liens,  $390,000,000;  unsecured  debts  to  local 
merchants,  $250,000,000  and  other  unsecured  debts, 
$410,000,000. 

With  regard  to  its  source  personal  credit  may  be. 
classified  as:    (a)  merchant's  credit,  including  store 
credit,  dealer's  credit  and  factor's  credit;    (6)  bank 
credit. 

The  practice  among  storekeepers  of  selling  to  farmers 
goods  to  be  paid  for  after  the  harvest  is  almost  as  uni- 
versal as  agriculture  itself.  It  is  less  prevalent  in 
regions  of  diversified  farming,  where  the  farmer,  from 
the  sale  of  eggs,  poultry,  milk,  etc.,  has  a  weekly  income 
available  for  ordinary  household  expenses.  But 
where  this  is  not  the  case  store  credit  flourishes  even  if 
banking  facilities  are  good.  This  is  due  partly  to  the 
convenience  of  the  system,  partly  to  the  failure  of 
farmers  to  realize  that  in  paying  the  ''  credit  prices  " 
of  the  storekeeper,  they  are  paying  him  a  rate  of  interest 
higher  than  they  would  have  to  pay  the  bank  and 
partly  to  the  fact  that  the  storekeeper  can  give  credit  to 
farmers  who  would  be  unable  to  obtain  it  from  the 
bank.  The  amount  of  this  ordinary  store  credit  can- 
not be  estimated;  altho  on  the  whole  it  has  declined 
in  this  country,  it  is  stiU  enormous. 

There  exists,  however,  in  the  South,  a  far  more 
important  form  of  store  credit.  The  local  merchant 
not  only  gives  credit  for  the  ordinary  family  supplies, 
but  in  reality  finances  the  growing  crop,  —  contracting 
to  make  a  definite  loan  to  be  taken  in  conmiodities.  If 
the  farmer  is  an  owner  or  a  responsible  tenant,  the 
merchant  makes  the  loan  directly  and  may  take  a 
mortgage  on  the  crop.    He  may  even  prescribe  the  kind 
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of  crop  to  be  grown,  lay  down  general  rules  for  its  culti- 
vation, supervise  it  in  every  stage  of  its  growth,  and 
insist  on  its  sale  to  him  when  harvested.  But  other- 
wise the  loan  is  made  through  the  landlord,  who 
assumes  the  responsibility  of  payment.  This  form  of 
credit  is  due  to  special  economic  and  social  conditions, 
•^  the  constant  shifting  of  the  rural  population  ^  and 
the  fact  that  a  large  part  of  this  population  are  of  a 
race  still  in  its  economic  infancy,  — rather  than  to  any 
lack  of  banking  facilities.  For  the  majority  of  such 
farmers  cash  credit  is  out  of  the  question,  since  they 
would  not  use  it  for  making  their  crop  but  would 
squander  it.  A  bank,  however,  often  lends  the  mer- 
chant the  money  for  buying  the  supplies  to  be  advanced 
to  the  farmer.  As  an  inevitable  result  of  the  expense 
and  risk  of  granting  this  form  of  store  credit,  its  cost  is 
high,  and  the  system  undoubtedly  lends  itself  to  grave 
abuses.  With  the  development  of  economic  sense,  it 
is  decUning;  but  without  such  credit  independent 
farming  would  have  been  impossible  for  a  large  part 
of  the  southern  farmers. 

The  substitution  of  expensive  machinery  for  labor  is 
a  marked  characteristic  of  American  agriculture,  and  a 
large  part  of  this  machinery  is  supplied  on  credit  by  the 
manufacturer,*  who  takes  the  dealer's  or  the  farmer's 
notes  and  in  case  of  need  discounts  them,  sometimes  at 
the  farmer's  own  bank  *  but  more  often  at  some  metro- 
politan bank.     This  form  of  credit,  known  as  dealer's 

>  In  1909,  33i%  of  the  white  farmen  of  the  Soath  and  36%  of  the  colored  fannen 
had  oooupied  their  f arma  for  one  year  or  leaa,  while  of  the  tenants,  who  oonstituted  about 
one-half  of  aU  the  farm  operators,  76%  had  occupied  their  farms  for  four  years  or  less. 

>  The  International  Harvester  Company  declares  that  one-third  of  its  business  is 
on  a  time  basis  for  a  period  lonser  than  they  care  to  hare  to  sell  on.  Report  of  the 
International  Harvester  Company,  United  States  Bureau  of  Corporations,  1913,  p.  285. 

s  Farmers'  notes  show  a  slight  decrease  in  amount,  while  asents*  notes  arc  increas- 
ing. The  International  Harvester  Company  did  not  favor  discounting  at  the  local 
banks,  since  the  dealers  usually  cash  the  notes  and  take  the  discount  themselves. 
Ibid.,  p.  285. 
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credit,  flourishes  even  in  regions  where  farming  is  well 
established  and  credit  highly  organized.  There  has 
been  much  discussion  as  to  the  cause  of  this  condition 
and  it  is  tu*ged  that  the  farmer  pays  more  for  this  credit 
than  he  would  for  bank  credit  and  that  the  manu- 
facturer is  often  embarrassed  for  lack  of  funds  to  carry 
on  the  business.  But  there  are  certain  good  reasons 
for  the  existence  of  the  system. 

First,  such  credit  is  easily  obtained.  The  dealer 
knows  that  the  farmer's  oredit  is  good  and  that  he  can 
add  enough  to  the  price  to  make  up  for  bad  debts. 
Knowing  that  the  farmer  will  buy  more  on  credit,  he 
does  not  encourage  cash  payment.  A  second  reason  is 
that  the  manufacturer  can  give  credit  for  a  longer 
period  ^  than  can  the  bank  and  that  the  security,  which 
consists  largely  of  the  machine  itself,  is  more  acceptable 
to  him  than  to  the  bank.  Finally,  the  farmer  often 
prefers  to  save  his  bank  credit  for  other  purposes. 

In  the  past  grave  abuses  have  grown  out  of  this  form 
of  credit.  Farmers  have  been  led  into  extravagant 
purchase  of  machinery  and  have  involved  themselves 
and  the  manufacturers  in  ruin.  But  tho  there  is  still 
room  for  improvement,  the  past  ten  years  have  wit- 
nessed a  revolution.  While  still  willing  to  sell  on  time,* 
manufacturers  haVe  put  their  business  on  a  higher 
pla^e.  Their  rates  of  interest  are  the  same  as  those  of 
the  local  bank  and  they  exercise  greater  care  than 
formerly  in  granting  credit  and  are  able  to  sell  on  time 
at  practically  cash  prices.' 

In  factor's  credit  the  loan  is  made,  not  in  supplies 
but  in  cash,  tho  the  purpose  for  which  it  is  to  be  used 

>  The  International  Haryeeter  Co.  is  extending  time  aalee  to  artioiee  fonnerly  sold 
only  for  cash. 

*  The  period  varies  from  one  to  three  years,  but  the  two  year  period  is  increasing 
most  markedly.     Report  on  International  Harvester  Co.,  p.  284. 

*  The  notes  bear  interest  before  and  after  maturity;  one  prioe  is  quoted,  and  a 
discount  allowed  thereon  for  cash  payment. 
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is  rigidly  prescribed.  In  the  South  the  cotton  factor 
advances  the  farmer  the  money  for  financing  his  crop, 
and  the  farmer  contracts  to  plant  a  certain  number  of 
acres  of  a  certain  crop,  cotton  for  example,  and  to  sell 
his  crop  to  the  factor.  In  the  North  a  Kvestock  com- 
mission firm  advances  money  to  the  farmer  for  the  pur- 
chase of  hvestock,  which  he  contracts  to  sell  through  the 
firm.  This  livestock  is  usually  lean  cattle  but  often  it  is 
breeding  stock  and  in  this  case  the  debt  may  extend 
over  a  number  of  years  and  be  gradually  paid  off  with 
the  returns  from  the  stock  or  herd.  Such  credit  is 
needed  on  account  of  the  scarcity  of  local  capital  and 
because  in  some  cases  the  loan  is  of  such  a  nature  that 
the  bank  cannot  make  it.  Owing  to  the  factor's 
special  knowledge  of  the  purpose  for  which  the  loan  is 
made  and  his  ability  to  watch  its  appUcation,  he  can 
make  the  loan  at  less  risk  and  at  a  lower  rate  than  the 
bank. 

The  extent  to  which  bank  credit  is  used  by  American 
farmers  varies  widely  according  to  the  economic 
development  of  the  community.  Where  agricultural 
methods  are  well  established  and  climatic  conditions 
are  such  as  to  preclude  the  probability  of  crop  failure 
the  farmer  enjoys  practically  the  same  credit  advantages 
as  the  merchant.  This  is  due  to  the  peculiarly  favor-  • 
able  conditions  of  American  agriculture.  Farms  are 
comparatively  large  and  therefore  the  loans  are  of  suffi- 
cient size  to  make  it  worth  while  for  the  banks  to  grant 
the  accommodation.  The  farmers  and  the  bankers 
belong  to  the  same  social  class;  indeed,  the  bank  is  not 
uncommonly  owned  and  operated  by  the  farmers 
themselves.  Finally,  our  system  of  free  banking  has 
permitted  the  establishment  of  banks  wherever  they 
could  be  made  to  pay. 
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Conditions  in  Cass  County,  Iowa,  may  be  taken  as 
fairly  typical  of  the  banking  situation  in  the  better 
agricultural  sections.  The  county  has  17  banks  with  a 
total  capital  of  $690,000,  total  deposits  of  $3,563,000, 
and  loans  aggr^ating  $3,345,000.^  These  banks  are 
located  in  eight  towns  of  which  the  largest,  with  a 
population  of  4560,  has  five  banks.  Five  towns  with 
populations  of  1118,  949,  603,  552  and  490,  respec- 
tively, have  each  two  banks,  and  two  towns  with 
populations  of  266  and  239  have  one  bank  each.  All  the 
towns  depend  on  agriculture  for  their  prosperity  and  the 
owners  and  patrons  of  the  banks  are  mainly  farmers. 

Holmes  estimates  that  in  102  counties  of  Illinois  921 
banks  afford  two-thirds  of  all  the  personal  credit 
obtained  by  farmers  and  that  in  Vermont  the  farmers 
obtain  70%  of  their  credit  from  the  banks,  while  in  the 
southern  states  of  Virginia,  Geor^a,  Arkansas  and 
Mississippi  they  get  from  two-fifths  to  three-fifths  of 
their  credit  from  the  banks.  For  the  country  as  a 
whole,  outside  the  South,  he  estimates  that  from  one- 
half  to  seven-tenths  of  the  credit  to  farmers  comes  from 
the  banks.^ 

Closely  associated  with  the  question  of  the  amount  of 
bank  credit  to  farmers  is  that  of  its  cost.  Contrary  to  a 
common  opinion,  banks  are  no  respecters  of  persons, 
and  if  the  farmer  pa}rs  more  for  his  credit  than  other 
classes  of  producers,  it  is  because  it  is  more  expensive 
to  loan  to  him.  As  a  rule  this  is  the  case.  In  the  first 
place  the  credit  required  by  the  farmer  is  very  different 
from  that  required  by  the  merchant.  The  term  is 
longer,  renewals  are  more  frequent,  and  partial  pay- 
ments are  unusual.  While  the  moral  risk  is  good,  pay- 
ments are  slow,  supervision  is  more  difficult  and  the 
average  size  of  the  loan  is  smaller.     Altho  the  farmer's 

>  Banken'  Register,  1918.  *  Businen  Aineriea,  Febniary,  1913.  p.  123. 
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current  account  deposits  have  shown  a  decided  increase 
in  the  last  twenty  years,  they  are  not  of  sufficient 
importance  to  warrant  the  bank  in  loaning  to  him 
against  his  balance. 

Since  the  average  farmer  receives  his  income  in  lump 
sums  and  at  infrequent  intervals,  he  makes  savings 
deposits  rather  than  current  account  deposits.  The 
merchant,  on  the  contrary,  receives  his  income  in  daily 
increments,  which  he  immediately  puts  at  the  disposal 
of  the  banks  through  current  account  deposits.  Since, 
therefore,  as  the  banker  would  say,  the  merchant  is 
borrowing  his  own  money  he  is  entitled  to  a  somewhat 
lower  rate  than  the  farmer.  In  a  commimity  mainly 
agricultural  the  large  amount  of  interest  paid  on  time 
deposits  imposes  a  heavy  burden  on  the  banks.  In  the 
South  and  in  the  newer  states  of  the  West,  time  deposits 
usually  bring  5%  and  often  6%  interest  and  as  long  as 
such  rates  must  be  paid  to  attract  and  hold  free  capital 
in  the  commimity,  just  so  long  must  the  bank's  bor- 
rowers feel  the  burden  of  high  interest  rates.  Finally, 
since  the  credit  demands  of  the  farmer  are  not  evenly 
distributed  throughout  the  year,  the  bank  often  has 
idle  money  which  it  must  invest  in  short  term  com- 
mercial paper  at  a  rate  lower  than  that  charged  the 
farmer  for  his  loan.  This  is  not,  however,  as  is  often 
stated,  discrimination  against  the  farmer,  for  if  the 
bank  did  not  invest  in  such  paper,  he  would  have  to  pay 
a  still  higher  rate  for  his  loan. 

II.  PROPOSAL  FOR  REFORM 

For  some  years  the  sentiment  has  been  growing,  that 
agricultural  credit  facilities  in  this  country  are  inade- 
quate, that  rates  are  too  high,  and  that  in  general  credit 
institutions  discriminate  against  the  farmer,  who  has 
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to  get  along  with  unorganized  credit  and  endure  the 
attendant  evils.  As  remedies,  there  are  su^ested  the 
formation  of  cooperative  unions  for  the  supply  of 
personal  credit  and  the  creation  of  land  mortgage  banks, 
the  funds  of  which  shall  be  obtained  throu^  the  issue 
of  debenture  bonds.  Certain  states  have  taken  the 
initiative  in  this  reform  by  the  removal  of  the  restric- 
tions on  the  formation  of  cooperative  credit  unions 
or  by  holding  out  special  inducements  for  the  creation 
of  mortgage  institutions.  During  the  last  two  years 
the  question  of  agricultural  credit  has  claimed  the 
attention  of  the  Federal  Government,  which,  in  coopera- 
tion with  the  Southern  Commercial  Congress,  sent  a 
commission  to  Europe  in  the  spring  of  1913  to  make  a 
first  hand  investigation  of  agricultural  credit  conditions.^ 

EuROPiAN  Methods  and  Experience 

In  many  European  countries,  interesting  and  instruc- 
tive results  have  been  attained  in  the  development  of 
agricultural  credit.  It  is  from  France  and  Germany 
that  the  United  States  has  most  to  learn  in  this  connec- 
tion. Within  the  limits  of  the  present  article  it  is 
possible  to  give  only  the  briefest  outline  of  the  agri- 
cultural credit  systems  of  these  two  countries; 

In  Germany  the  greater  part  of  the  personal  credit  of 
the  owners  of  small  and  medium  sized  farms  is  f lunished 

a  Thia  Joint  oommuttOD,  oompoMd  of  (1)  the  American  Comnuwion,  organised 
under  the  auepioes  of  the  Southern  Commercial  Congreat  and  oonciating  of  delegatee 
from  the  different  states  of  the  United  States  and  the  different  provinces  of  Canada  and 
<2)  the  United  States  Commission,  appointed  by  President  Wilson,  was  itself  known  as 
The  American  Commission.  Its  vcduminous  report  contains  much  valuable  informar 
tion  on  agricultural  credit  in  Europe.  But  the  eswntial  points  are  often  hidden  in  a 
mass  of  irrelevant  material,  and  the  unwary  reader  is  likely  to  be  led  astray  by  ina^* 
ourate  statements  and  faulty  translations.  Moreover,  both  statistical  data  and  eritieal 
analysis  are  almost  compktdy  lacking.  But  the  most  serious  fault  of  the  report  is  the 
acceptance  at  their  face  value  of  the  statements  of  men  who,  if  not  partisans  of  the 
institutions  under  discussion,  are  at  least  too  intimately  associated  with  them  to  be 
unbiased  in  their  Judgment.  As  a  result,  the  report  conveys  altogether  too  favorable 
an  impression.  It  would  be  instructive  to  compare  this  report  with  the  above-men- 
tioned English  report  by  Cahill. 
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by  the  Raiffeis0n  cooperative  banks.  Previous  to  the 
formation  of  these  banks,  of  which  the  first  was  founded 
about  the  middle  of  the  nineteenth  century,  there  were 
no  organized  credit  institutions  to  which  such  farmers 
could  apply.  Hence  they  were  dependent  on  private 
lenders  and  were  preyed  on  by  usurers.  Their  conmion 
need  and  their  common  racial  and  religious  sentiment 
facilitated  the  establishment  of  the  Raiffeisen  organiza- 
tion, which  was  based  on  the  parish  community,  with 
the  teacher,  the  priest  and  the  public  official  as  leaders. 
Out  of  these  elements  there  grew  a  credit  movement 
which  is  the  admiration  of  the  world  and  which  has 
brought  untold  blessings  to  the  German  peasants.  Not 
only  has  it  afforded  them  ample  and  cheap  credit  but 
through  its  educative  influence  it  has  brought  about 
their  social  regeneration.  But  the  advocates  of  a  similar 
system  for  this  country  overlook  the  fact  that  (the  con- 
ditions which  made  the  German  movement  successful 
are  almost  entirely  wanting  in  the  United  States. 
American  farmers  are  not  poverty-stricken;  they  are 
not  victims  of  the  usurer,  and  they  are  not  without 
organized  credit  faciUties;  in  neither  race  nor  religion 
have  they  any  bond  of  union;  nor  is  the  teacher,  the 
priest,  or  the  official  a  leader  in  their  community  life. 
Furthermore,  the  stru^le  which  has  been  required  to 
create  and  maintain  these  institutions  in  Germany  and 
to  keep  them  true  to  their  original  purpose  is  too  little 
understood  in  this  country.^ 

In  France  most  of  the  farmers  are  men  of  small  affairs 
and  without  experience  in  the  use  of  bank  credit  and 
they  were  practically  without  organized  personal  credit 
until  the  last  quarter  of  the  nineteenth  century,  when 
such  leaders  as  Durand,  Rayneri  and  Rostand  under- 

>  See  minority  report  of  The  American  Commiiwion  for  an  ezoellent  statement  on 
tida  point.  —  Sen.  Doe.  261,  68d  ConsreeB,  2d  SeMion,  p.  7  aeq. 
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took  to  do  for  France  what  had  been  done  for  Ger- 
many and  Italy. 

The  varioufi  banks  which  these  leaders  founded  have 
rendered  splendid  service  to  small  farmers,  especially 
in  southeastern  France.  But  so  great  were  the 
obstacles  to  be  overcome  that  the  progress  of  the 
movement  was  slow  and  consequently  the  Government 
felt  called  upon  to  undertake  the  reform  of  agricultural 
credit.  After  various  attempts,  it  finally  created  a 
system  of  local  and  re^onal  banks,  which  derived  their 
funds  from  free  grants  by  the  Bank  of  France.  These 
banks  have  made  loans  to  farmers  at  the  discoimt  rate 
of  the  Bank  of  France  and  often  at  a  much  lower  rate. 
Yet,  despite  the  tempting  rates,  the  French  farmers, 
much  to  the  chagrin  of  the  Government,  have  availed 
themselves  of  but  a  small  portion  ^  of  these  funds.  No 
adequate  provision  for  the  reimbimsiement  of  the  State 
has  been  made. 

In  Germany  a  large  part  of  the  mortgage  loaning  is 
done  by  institutions  especially  organized  for  the  pur- 
pose: (1)  the  Landschaften,  which  are  cooperative 
associations  of  borrowers;  (2)  the  State  and  Provincial 
Banks,  which  are  public  institutions  and  (3)  the  Joint 
Stock  Mortgage  Banks  which  are  commercial  institu- 
tions organized  imder  the  Imperial  Mortgage  Bank  Act 
of  1890.  Of  the  other  institutions  which  make  mort- 
gage loans,  the  savings  banks  are  the  most  important. 
The  total  farm  mortgage  indebtedness  in  Germany  is 
approximately  $2,000,000,000,  and  of  this  slightly  over 
one-half  is  borne  by  the  specially  organized  institu- 
tions, as  follows;  (1)  the  Landschaften,  $750,000,000; 

(2)  the  State  and  Provincial  Banks,  $100,000,000,  and 

(3)  the  Joint  Stock  Mortgage  Banks,  $170,000,000.  The 

1  or  iha  100,000,000  fraiiM  withdrawn  from  btniDBM  for  ftgrloaltvnl  eredit  but 
48,000,000  frwMS  are  Mtiuny  omiilored  bjr  Uxmen,  People's  Banks,  H.  W.  Wolff. 
1910,  p.  440. 
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savings  banks  bear  $850,000,000.  The  special  mort- 
gage credit  institutions  derive  funds  from  the  sale  of 
bonds  issued  against  long  time  non-f oreclosable  mort- 
gages. The  savings  banks,  however,  make  the  bulk  of 
their  loans  against  short  time,  foreclosable  mortgages. 

The  3.5%  bonds  of  the  Landschaften  sell  at  the 
present  time  around  95  and  net  the  investor  about  3.7%. 
The  addition  of  \%  to  this  rate  to  cover  the  costs  of 
administration  and  the  contribution  to  the  reserve  fund 
makes  the  farmer's  rate  from  4  to  4.5%.  He  also  pa}rs 
the  costs  of  appraisement  and  of  making  out  the  papers. 
The  rates  of  the  State  and  Provincial  Banks  and  of  the 
savings  banks  are  slightly  higher,  while  those  of  the 
joint  stock  mortgage  banks  are  from  \%  to  f %  higher. 
That  German  farmers  enjoy  exceptionally  favorable 
rates  is  shown  by  the  fact  that  Landschaft  bonds  bear- 
ing the  same  rates  as  Government  seciuities  are  usually 
quoted  only  from  1  to  2  points  below  the  latter. 

The  only  special  mortgage  loan  institution  in  France 
is  the  Credit  Foncier,  founded  in  1852.  This  institution 
was  intended  to  render  to  the  farmers  of  France  the 
same  service  which  the  Landschaften  render  to  those  of 
Giermany.  It  enjoys  a  monopoly  of  the  right  to  issue 
real  estate  mortgage  bonds,  and  has  become  a  powerful 
and  world-famed  institution.  But  it  has  signally  failed 
to  realize  the  hopes  of  its  founders.  Of  the  total  rural 
mortgage  indebtedness  of  France,  amounting  to  about 
S3,000,000,000,  a  little  less  than  lAr  is  borne  by  the  Credit 
Foncier.  Bonds  recently  issued  {e.g.  in  November, 
1912)  bore  a  4.5%  rate.  To  this  must  be  added  the 
.6%  allowed  for  administration  and  the  expense  of 
making  the  loan,  which  the  farmer  pays  and  which  in 
France  is  very  heavy.  Therefore,  the  French  farmer  is 
paying  about  the  same  rate  as  the  farmers  in  the  best 
agricultural  districts  of  the  United  States. 
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Impressed  by  the  fact  that  m  Europe  debenture  bonds 
play  so  important  a  part  in  mortgage  loans,  the  advo- 
cates of  the  reform,  whether  state  or  federal,  of  mort- 
gage credit  in  this  country,  base  their  various  schemes 
on  the  issue  of  debenture  bonds.  But  these  enthusiasts 
have  failed  to  understand  the  limitations  of  this  very 
delicate  credit  instrument  and,  owing  to  lack  of  sufficient 
information,  have  exaggerated  the  success  of  Europeans 
in  making  debenture  bond  loans;  and  furthermore, 
they  have  not  attached  sufficient  weight  to  the  great 
differences  between  European  and  American  conditions. 

The  debenture  bond  resembles  the  railroad  bond  and 
the  industrial  bond  in  being  impersonal,  since  the  bor- 
rower and  the  investor  do  not  come  into  personal  rela- 
tion with  one  another;  but  it  differs  from  them  in  being 
issued,  not  against  a  unit  of  property,  under  one 
management,  but  against  a  constantly  changing  mass 
of  unrelated  units  of  property,  of  which  the  management, 
in  a  country  like  the  United  States,  may  undergo  a  com- 
plete change  in  the  course  of  a  few  years.^  Owing  to 
this  peculiarity  of  the  seciuity  of  debenture  bonds,  the 
greatest  caution  must  be  exercised  in  their  issue. 
Among  the  farms  constituting  the  seciuity,  there  must 
be  uniform  conditions,  well  established  agricultural 
practices,  little  danger  of  disaster  from  crop  failure  or 
other  cause  and  comparative  absence  of  the  speculative 
element  from  land  values.  Evidently  the  requirements 
are  more  nearly  met  in  Europe  than  in  the  United 
States.  In  the  greater  part,  indeed,  of  the  agricultmtd 
area  of  our  country  they  are  not  met  at  all.  This  is 
true  of  most  of  the  South,  most  of  the  region  west  of  the 
Missouri  river  and   considerable  parts  of  our  best 

>  In  the  United  StotM  as  s  whole,  in  1009,  80%  of  all  farm  owners  operatinc  their 
farms  and  38%  of  aU  tiieh  owners  whose  fanns  were  mortsaced  had  oconpied  their  fknna 
for  less  than  five  yean.  —  Census  Bulletin,  Stability  of  Farm  Operators,  or  Term  of 
Oooupanoy  of  Farms,  p.  1. 
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agricultural  states,  for  instance,  northern  Michigan, 
northern  Wisconsin,  northern  Minnesota  and  southern 
Illinois.  And  even  in  the  same  communities  there  are 
often  wide  variations  in  this  respect. 

The  accurate  appraisement  of  farms  against  which 
debenture  bonds  are  to  be  issued  is  of  the  greatest 
importance.  But  it  is  exceedingly  difficult,  because 
farm  incomes  are  subject  to  wide  variation  and  farmers 
do  not,  as  a  rule,  keep  books.  Hence,  wherever  deben- 
ture bonds  are  issued  to  a  considerable  extent,  the 
appraisement  is  performed  by  public  authorities,  or  if 
not,  is  usually  based  on  public  tax  valuations.  In 
Germany,  the  Landschaften  make  their  own  appraise- 
ment, but  usually  on  the  basis  of  the  tax  assessment 
lists;  and  the  same  method  is  used  by  those  joint  stock 
mortgage  banks  which,  owing  to  their  having  been 
established  before  the  law  of  1890,  are  permitted  to 
make  their  own  appraisements. 

Owing  to  its  extreme  centralization,  the  great  mort- 
gage bank  of  France,  the  Cr^t  Foncier,  has  found 
appraisement  difficult  and  expensive;  a  fact  which  has 
tended  to  restriction  of  its  farm  mortgage  loaning. 

It  is  hardly  necessary  to  point  out  that  in  the  United 
States  there  is  little  to  guide  us  in  making  appraise- 
ments. Changes  in  ownership  are  frequent,  farmers 
keep  books  much  less  than  in  Europe,  and  tax  valua- 
tions afford  no  guide  whatever.  Since  debenture  bonds 
are  issued  against  long  term  loans,  there  must  be  super- 
vision of  each  loan  after  it  is  made,  to  insure  that  the 
claims  of  the  contract  shall  be  lived  up  to,  the  taxes 
paid,  depreciation  of  the  property  prevented,  and  so  on. 
And  as  mortgages  are  gradually  paid  off  and  new  ones 
substituted,  great  care  must  be  exercised  to  prevent  the 
impairment  of  the  general  security  for  the  bonds 
through  the  substitution  of  inferior  risks.      In  the 
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United  States  the  expenses  of  appraisement  and  super- 
vision incident  to  the  making  of  debenture  bond  loans 
would  be  much  greater  than  in  Europe,  and  still  further 
eaqpense  would  result  from  the  greater  uncertainty  of 
land  titles. 

The  great  cost  of  making  debenture  bond  loans 
accounts  for  the  fact  that  in  Europe  the  small  f armere 
have  not  been  able  as  a  class  to  avail  themselves  of  the 
advantages  of  such  loans,  since  the  profits  are  more  than 
offset  by  the  cost  of  making  them.  Furthermore, 
while  it  is  generally  conceded  that  in  the  long  run  the 
small  fanner  is  as  good  a  risk  as  the  large  farmer,  yet 
owing  to  his  lack  of  reserves,  there  is  greater  danger  of 
foreclosure  or  forced  management;  and  these  would 
involve  expense  out  of  all  proportion  to  the  sixe  of  the 
loan.^  And  finally  investors  are  prejudiced  against 
mortgage  bonds  issued  against  a  mass  of  small  loans. 

The  Landschaften  are  composed  chiefly  of  large 
farmers.  They  do  make  some  very  small  loans,  it  is 
true,  but  the  number  of  such  loans  is  comparatively 
insignificant  and  the  average  size  of  the  loans  is  large. 
The  joint  stock  mortgage  banks  of  Germany  loan  almost 
ecclusively  to  large  land  owners.  The  Credit  Foncier 
also  confines  its  loans  chiefly  to  large  farmers,  as  the 
expense  involved  makes  loans  under  $1000  unprofitable.* 
In  1912  the  average  size  of  its  agricultural  loans  was 
$5000.  The  mortgage  bond  institutions  of  Italy  grant 
each  year  only  a  very  small  percentage  of  the  loans 
applied  for.     That  the  small  farmer  is  not  served  is 

>  '*  SboaU  Unded  properties  are  mora  wactable  ihaax  is  supposed,  and  raqoira,  owinc 
to  their  yarious  peouHsrities  of  tenure  and  their  shifting  eiigenrfes  (registration  and 
ftaneellation  of  chaises,  .  .  .  postponement  of  payment,  repayment  of  sinkinc  fond 
aooumuUtion,  etc.),  an  amount  of  labour  and  time  quite  out  of  proportion  to  their 
profitableness/*  —  From  an  annnal  report  1909  of  the  laigest  German  mortcscs  bank, 
quoted  by  J.  R.  Cahffl  in  a  Beport  to  the  (BniJish)  Board  of  Agiioulture  of  an  Bnquiiar 
into  Agrieultural  Credit  and  Agrioultural  Co6peratlon  in  Germany,  1918. 

«  Fustier,  L..  BAeonstitution  de  la  petite  ptopriM  rurale  (1911),  p.  09. 


Digitized  by 


Google 


AGRICULTURAL  CREDIT  735 

shown  by  the  fact  that  in  1912  the  average  size  of  their 
farm  loans  was  $18,000. 

This  inability  of  the  credit  institutions  to  satisfy  the 
needs  of  the  small  farmer  has  led  the  various  govern- 
ments to  come  to  the  rescue  by  the  establishment  of 
special  state  aided  institutions.  In  Germany  these  are 
the  State  and  Provincial  banks,  noted  above.  In 
Denmark  the  constant  complaint  of  the  small  land 
owners  led  to  the  establishment  of  special  institutions, 
the  bonds  of  which  are  guaranteed  by  the  state.  In 
France  a  recent  law  provides  for  state  loans  to  small 
farmers. 

The  inability,  however,  of  the  debenture  bond  s}rstem, 
even  with  state  aid,  to  meet  the  needs  of  the  small 
farmer  is  illustrated  by  the  history  of  the  German 
state  and  provincial  institutions.  They  have  been 
excellently  managed,  and  no  pains  have  been  spared  to 
win  the  support  of  the  small  farmers.  But  while 
numbers  of  small  farmers  have  been  accommodated,  the 
rigidity  of  the  system  leads  many  to  prefer  to  patronize 
the  savings  banks  or  the  private  lenders  despite  the 
greater  ride  of  foreclosure. 

A  further  illustration  of  the  inability  of  the  debenture 
bond  system  to  adjust  itself  to  agricultural  conditions 
is  afforded  by  the  fact  that  in  Germany  during  the  past 
decade  the  greater  part  of  the  new  mortgage  loans  have 
been  made,  not  by  the  debenture  bond  institutions,  but 
by  nouHspecialized  agencies,  altho  the  former  have 
greatly  increased  the  amount  of  their  loans  in  other 
directions.  This  situation  calls  for  some  explanation. 
In  the  first  place,  with  the  increase  of  mortgage  indebted- 
ness in  Germany  there  has  been  an  increase  in  the  pro- 
portionate number  of  the  less  desirable  risks  and  also  an 
increase  in  the  percentage  of  mortgage  indebtedness  on 
the  old  risks,  with  a  resulting  decrease  of  the  margin  of 
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safety.  Under  such  conditions,  amortization  is  necessary 
as  a  means  of  security.  But  these  very  conditions  make 
it  difficult  to  exact  amortization.  Even  farmers  favor- 
ably situated  as  to  debt  find  amortization  payments 
burdensome.  In  Germany  and  Denmark,  where  it  was 
formerly  the  general  custom  to  require  amortization  of 
long  time  loans,  the  amortization  principle  was  found  to 
be  imsuited  to  farming  conditions;  and  except  in  the 
case  of  the  German  joint  stock  banks,^  it  has  been 
practically  abandoned  save  when  amortization  is 
needed  to  give  added  security.*  It  is  perfectly  evident 
that  in  the  United  States  compulsory  amortization 
would  debar  from  credit  not  only  the  farmers  of  the 
newer  r^ons  where  capital  is  scarce,  but  also  those 
farmers  of  the  older  regions  who  are  seeking  to  become 
owners  and  whose  capital  has  been  exhausted  by  the 
first  payments. 

Secondly,  it  has  been  found  in  Europe  increasingly 
difficult  to  market  the  debenture  bonds  at  favorable 
rates  owing  to  growing  competition  of  other  securities.' 
In  this  country  it  has  been  generally  assumed  that  such 
bonds  would  be  so  eagerly  sought  by  investors  that  they 
would  bear  a  rate  of  interest  second  only  to  that  borne 
by  bonds  of  the  Federal  Government.  The  probable 
rate  has  been  estimated  at  5%  and  by  many  even  at  4%. 
Here  again,  European  experience  has  been  disregarded. 
The  bonds  of  the  early  Landschaften  had  the  moral 

>  Moreorer  certain  off  tlMtebftnlnmalM  some  nooHunoitiiable  loans.  Forexamplo, 
of  the  8U  loans  made  in  1012  by  the  Land  Mortcace  Bank  of  the  Rhine,  34  were  non- 
amoftiiable.  —  Senate  Dooument  314,  p.  322. 

s  *'  Aa  a  rule,  in  Prussia,  the  mortcacas  are  ne¥er  i>aid  off; "  when  a  fanner,  for 
enmiile,  *'  has  paid  i>a^  ssy  20,000  marks,  he  goes  to  the  landsehaft  and  aska  for  those 
20,000  marks  back  again,  and  so  the  business  continues."  —  Senate  Doeument  214, 
p.  258. 

t  Tin  markets  of  the  West,  in  particular  those  of  Austria  and  Qermany,  which  are  of 
paramount  importanoe  for  Hungary,  have  been  simply  flooded  with  securities  issued  in 
the  respeottre  countries.     Senate  Document,  no.  214,  p.  134. 
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support  of  a  powerful  king.  In  the  oldest  Landschaf ten  ^ 
the  security  included  all  the  property  of  the  district, 
and  in  later  times  it  has  included  all  that  of  the  borrow- 
ing members.  The  bonds  were  issued  at  a  time  when 
land  was  a  chief  source  of  wealth  and  therefore  the  main 
field  of  investment;  and  before  the  Landschaf  ten  were 
obliged  to  meet  any  considerable  competition,  their 
bonds  had  already  become  familiar  to  investors  and 
gained  their  confidence  —  confidence,  it  should  be 
added,  which  has  never  been  abused.  But  despite  these 
favoring  conditions,  the  bonds  have  gained  only  a  local 
market,  and  the  attempt  to  broaden  the  market  by  the 
formation  of  a  Central  Landschaft  was  unsuccessful. 
It  is  admitted  that  under  present  conditions,  the  Land- 
schaften  cannot  make  loans  at  lower  rates  than  can 
unorganized  agencies.  So  that  the  only  inducements 
they  can  offer  borrowers  are  the  longer  term  and  the 
pre-payment  privilege. 

The  Credit  Foncier,  as  is  well  known,  resorts  to  a 
lottery  to  facilitate  the  sale  of  its  bonds,  but  it  does  not 
attempt  to  compete  with  unorganized  agencies  for  the 
mass  of  French  farm  loans. 

If  in  Europe,  despite  the  favoring  conditions,  the 
farm  debenture  bond  finds  a  market  with  difficulty 
owing  to  the  competition  of  other  securities,*  how  many 
times  more  difficult  would  be  the  marketing  of  such 
bonds  in  the  United  States,  where  such  favoring  condi- 
tions are  wanting,  and  the  obstacles  to  be  overcome  are 
much  greater!  In  this  country  land  is  not  regarded,  as 
in  Europe,  as  the  foundation  of  national  prosperity,  and 
land  ownership  is  not  the  basis  of  social  distinction  both 
among  people  of  high  and  of  low  degree,  nor  is  there  the 

1  With  the  ezoe]>tioD,  however,  of  the  Landschaft  of  Kur-  und  Neamark. 

*  **  The  developmeiit  of  industry  lias  produoed  a  condition  whereby  these  bonds  are 
not  as  cenerally  acceptable  as  before.  ...  At  the  present  time,  therefore,  there  is 
creater  difficulty  than  before  in  pladng  the  bonds.*'  —  Statement  of  the  Director  of  the 
Landschaft  of  Halle,  Senate  Document  814,  p.  365. 
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same  devotion  to  the  fann  home.  And  furthermore, 
social  conditions  are  not  such  that  farmers  would  be 
willing  to  assume  joint  liability.  Our  experience  with 
land  banks  and  debenture  bonds  has  not  been  so  fortu- 
nate as  to  inspire  confidence  in  new  ventures  in  this 
direction;  and  while  it  may  be  readily  conceded  that  a 
repetition  of  the  mistakes  of  former  years  may  be 
avoided,  it  will  take  some  effort  to  overcome  the  prej- 
udice which  these  mistakes  engendered. 

Furthermore,  the  debenture  bond  would  have  to  meet 
the  competition  of  a  flood  of  securities  with  which  inves- 
tors are  thoroly  familiar  and  in  which  they  have 
confidence.  Apart  from  corporation  and  municipal 
bonds,  which  have  a  wide  market,  there  are  in  every 
locality,  county,  village  and  school  district  bonds  which 
are  backed  by  the  taxing  power  of  the  community  and 
the  issue  of  which  is  cardfuUy  guarded.  Such  bonds, 
with  few  exceptions,  bear  a  rate  of  interest  much  higher 
than  that  which  the  enthusiastic  advocates  of  debenture 
bonds  expect  them  to  bear.  How  can  it  be  expected 
that  investors  will  pay  more  for  a  bond  secured  by  a 
farm  than  for  a  school  district  bond  practically  secured 
by  the  mutual  guarantee  of  all  the  farmers  of  the 
community  ? 

Finally,  there  are  already  in  the  field  excellent  agencies 
—  mortgage  companies  —  with  well  established  reputa- 
tions and  large  assets,  which  give  the  investor  all  the 
advantages  held  out  by  the  debenture  bond  company, 
with  the  added  advantage,  as  regards  securities,  of 
having  the  individual  mortgage  turned  over  to  him. 
And  it  is  difficult  to  see  wherein  the  debenture  bond 
company  could  offer  the  borrower  lower  rates  of  interest 
or,  in  general,  any  better  terms  than  these  companies 
offer.  The  supposed  advantage  of  market  ability 
which  is  claimed  for  the  debenture  bond  is  of  but  little 
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practical  moment,  since,  as  we  have  seen,  the  market 
for  such  bonds  is  very  restricted,  and  they  are  usually 
bought  as  a  permanent  investment. 

Nor  has  state  aid  been  of  any  great  assistance  in 
increasing  the  marketability  of  the  bonds  or,  in  general, 
in  advancing  the  cause  of  agricultural  credit.  The 
state  never  allows  itself  to  be  treated  as  the  ordinary 
investor.  It  aiwasrs  requires  more  and  gives  less. 
Making  the  bonds  of  the  landschaf ten  legal  investment 
for  trust  funds  and  the  like  has  made  it  harder,  Trosien  ^ 
declares,  for  farmers  to  obtain  credit  from  these  institu- 
tions, because  it  has  forced  the  latter  to  employ  more 
rigid  methods  in  making  loans. 

Not  only  does  direct  financial  aid  by  the  state  tend  to 
demoralize  the  individual,  but  in  the  long  run  it  also 
dries  up  the  sources  of  credit.  This  is  the  testimony  of 
most  of  the  Europeans  who  have  given  their  lives  to  the 
solution  of  the  problems  of  agricultural  credit.  Some 
of  them  at  first  advocated  state  aid;  but  when  con- 
fronted with  its  results,  they  became  its  ardent  oppo- 
nents. In  response  to  appeals  from  the  leaders  of  the 
cooperative  credit  movement,  for  example,  the  Prussian 
Government  established  the  Prussian  Central  Coopera- 
tive Bank;  but  despite  the  excellent  management  of  the 
bank,  it  soon  became  apparent  that  it  was  stifling  the 
codperative  credit  movement,  and  the  latter  has  for 
some  time  been  tr}ring  to  shake  itself  free  from  the 
Bank's  grasp.  In  a  recent  letter  to  the  writer,  a  leading 
German  professor  of  economics  states,  ''  It  is  true  that 
the  central  codperative  banks  of  the  farmers,  namely, 
the  Agricultural  Central  Loan  Bank  of  the  Raiffeisen 
codperative  societies  and  the  Agricultural  Imperial 
Codperative  Bank  in  Darmstadt  have  not  thriven  well. 
The  main  reason  is,  that  the  Central  Codperative  Bank 

>  Ttmam^  p.  27. 
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founded  in  Prussia  with  the  aid  of  an  interest-bearing 
state  loan,  has  drawn  to  itself  the  equalization  business 
of  the  provincial  central  cooperative  banks.  The 
Prussian  Central  Cooperative  Bank  is  very  cleverly 
and  energetically  administered,  so  that  the  competing 
institutions  were  in  a  difficult  position/'  At  the 
International  Cooperative  Congress  in  1894,  the  ques- 
tion of  state  subventions  received  much  attention. 
A  few  extracts  will  show  the  drift  of  the  statements 
made  on  this  occasion  by  the  European  leaders.  Doctor 
Alberti  of  Germany  declared,  "  Every  manner  of  sub- 
vention by  the  state  must  be  rejected.  And  my 
opinion,  supporting  this  argument,  is  based  on  forty 
years'  experience."  Herr  von  Elm  expressed  strong 
objection  to  state  aid  and  said  that  the  state  should 
confine  its  efforts  to  education  and  emancipating  laws, 
that  it  should,  "  give  the  agricultimsts  elbow  room  and 
let  them  alone."  M.  Fiiredi  of  Hungary  stated,  "  In 
spite  of  state  aid  lavished  on  the  central  credit  organiza- 
tion, the  rate  of  interest  is  7  to  8%  for  money  advanced 
by  the  state  gratis  out  of  the  taxes";  and  Doctor 
Karacsonyi,  also  of  Hungary,  declared,  "  There  are  no 
successes  to  be  put  to  the  credit  of  state  aid.  Money  so 
lightly  got  is  the  producer  of  extravagance."  Similar 
utterance^  came  from  Wrabetz  of  Austria,  and  from 
Chiousse  and  Diuund  of  France. 

Legislation  Proposed 

In  conclusion,  a  sketch  may  be  given  of  the  bills  now 
pending  in  Congress  for  promoting  agricultural  credit. 

The  American  Commission  published  its  report  in 
the  autumn  of  1913;  and  about  the  same  time  a  bill 
known  as  the  Fletcher  Bill,*  the  provisions  of  which  were 
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supposed  to  embody  the  opinions  of  the  Commission, 
based  on  their  European  inquiries,  was  introduced  in 
the  Senate.  It  provided  for  the  formation  of  local  and 
state  land  banks  and  a  federal  land  bank  situated  at 
Washington.  The  local  banks  were  to  issue  debenture 
bonds,  which  were  to  be  guaranteed  by  the  state  bank, 
and  if  necessary  by  the  central  bank;  and  financial 
assistance  from  the  United  States  Treasury  was  pro- 
vided for. 

Altho  the  Fletcher  bill  was  supposed  at  the  time  to 
embody  the  opinions  of  the  Commission,  it  did  not  meet 
with  the  approval  of  the  Administration,  and  was  sub- 
sequently withdrawn.  In  its  place  there  was  intro- 
duced, with  the  approval  of  the  Administration,  the 
Moss-Fletcher  Bill.*  This  provided  for  the  establish- 
ment of  National  Farm  Land  Banks  to  be  under  the 
immediate  direction  of  a  special  Commissioner,  who 
should  preside  over  a  Bureau  of  Farm  Land  Banks  to  be 
created  in  the  Department  of  the  Treasury.  Such 
banks  might  be  organized  by  any  ten  persons  contribut- 
ing a  minimum  capital  of  $10,000,  of  which  50%  was  to 
be  immediately  paid  up.  They  were  empowered  to 
accept  local  deposits  up  to  50%  of  their  paid  up  capital 
and  surplus,  to  receive  postal  savings  fimds  to  the  same 
extent  on  a  par  with  other  Government  depositories, 
and  even  to  engage  in  general  banking  business.  But 
their  chief  power  lay  in  their  right  to  issue  debenture 
bonds  against  rural  real  estate  mortgages  for  a  period 
not  exceeding  thirty-five  years.  Bonds  were  to  be 
issued  only  against  loans  running  for  more  than  five 
years.  Tlie  bond  issue  was  limited  to  15  times  the 
capital  and  surplus  of  each  bank  and  was  to  be  seeded 
by  first  mortgages  on  farm  lands  located  in  the  state 
where  the  bank  was  situated.     An  attempt  was  made 

*  H.  R.  12,565,  eSd  ConsreH.  2d  8eHk». 
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to  g^ve  standing  to  the  bonds  by  making  them  legal 
investment  for  time  deposits  of  national  banks  imd  of 
savings  banks  in  the  District  of  Colmnbia  and  for  trust 
funds  and  estates  administered  by  the  United  States 
courts,  and  by  providing  that  they  might  be  used  as 
security  for  loans  from  national  banks  to  national  farm 
land  banks  or  to  individuals.  The  value  of  the  mort- 
gages was  to  be  at  least  equal  to  the  par  value  of  the 
bonds  outstanding.  The  rate  of  interest  charged  for 
the  loan  should  not  exceed  the  rate  on  the  bonds  by 
more  than  1%,  which  should  cover  all  administration 
charges.  The  bill  also  prescribed  the  purposes  for 
which  loans  might  be  secured:  (a)  to  ''  complete  the 
purchase  of  agricultural  lands  mortgaged;  (6)  to  im- 
prove and  to  equip  such  lands  for  agricultural  purposes; 
and  (c)  to  pay  and  discharge  debts  secured  by  mort- 
gages or  deeds  of  trust  on  said  lands."  Loans  were  not 
to  exceed  50%  of  the  value  of  improved  farm  lands,  or 
40%  in  the  case  of  unimproved  land.  The  appraise- 
ment was  to  be  made  by  a  committee  of  three,  appointed 
by  the  board  of  directors  from  their  own  body. 

Numerous  other  bills  were  also  introduced  at  about 
the  same  time  as  the  Moss-Fletcher  Bill,  among  which 
the  Bathrick  bill  deserves  attention.^  This  provided 
for  loans  by  the  Government,  at  a  rate  not  to  exceed 
4^%,  to  farmers  direct  or  through  farm  credit  associa- 
tions which  should  become  surety  for  all  mortgages 
made  through  them.  The  Government  was  to  borrow, 
at  a  rate  not  to  exceed  3^%,  the  fimds  to  be  used  for 
this  purix)se;  and  the  distribution  of  such  funds  was 
to  be  made  by  a  bureau  to  be  established  in  the  Depart- 
ment of  Agriculture. 

Extensive  hearings  on  the  Moss-Fletcher  Bill  ware 
held,   during   which   the   impression   gained   ground 
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among  members  of  Congress  that  this  was  not  radical 
enough  to  satisfy  the  farmers,  that  it  was  a  bankers'  bill 
drawn  in  the  interest  of  the  lenders  rather  than  of  the 
borrowers,  and  that  it  was  inadequate  to  aflFord  the 
needed  relief.  It  was  claimed  that  the  Bathrick  Bill 
had  the  support  of  the  farmers'  organizations.  The 
hearings  also  brought  out  the  fact  that  the  Moss- 
Fletcher  Bill  by  no  means  met  the  unanimous  approval 
of  the  members  of  the  Commission.*  The  upshot  of  the 
matter  was  that  the  Moss-Fletcher  Bill  was  withdrawn 
and  the  Committee  on  Banking  and  Currency  gave  out 
the  statement  that  an  expert  had  been  summoned  to 
draw  a  new  bill.  This  was  subsequently  introduced 
under  the  name  of  the  Federal  Farm  Loan  Act.' 

The  Federal  Farm  Loan  Bill  differed  radically  from 
its  predecessors.  It  aimed  to  create  a  system  analogous 
to  the  newly  established  federal  bank  system.  Its 
administration  was  placed  under  the  control  and  direc- 
tion of  the  Federal  Reserve  Board,  which  was  to  appoint 
a  Farm  Loan  Commissioner.  Any  number  of  natiu*al 
persons  not  less  than  five  might  form  a  National  Farm 
Loan  Association,  whose  application  for  a  charter  must 
be  passed  upon  by  the  Farm  Loan  Commissioner.  The 
capital  stock  of  such  an  association  should  not  be  less 
than  $10,000;  and  this  stock  might  be  taken  on  the 
Building  and  Loan  Association  plan.  The  codperative 
principle  was  also  recognized  in  the  provision  that  loans 
should  be  made  to  shareholders  only.  The  association 
was  to  have  the  power  to  make  loans  on  first  farm 
mortgages  only,  the  rules  governing  the  making  of 
the  loans  following  the  general  lines  of  the  Moss- 
Fletcher  Bill  except  that  no  power  to  issue  bonds  was 

>  Those  membera  of  the  CommiflBion  who  were  opposed  to  the  bfll  wibeeqoently 
imied  •  minority  report  stutinc  the  reMom  for  their  oppodtjon. 
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granted  the  association  and  that  apprausal  was  placed 
in  the  hands  of  the  Farm  Loan  Commissioner. 

The  Federal  Reserve  Board  further  was  to  establish 
as  many  Federal  Land  Bank  Districts  as  there  are 
Federal  Reserve  districts.  In  each  one  of  these  districts 
there  should  be  organiased  a  Federal  Land  Bank,  with 
nine  directors,  three  appointed  by  the  Boaid,  six 
elected  by  the  farm  associations.  Each  association 
must  subscribe  for  at  least  $1000  of  capital  stock  of 
the  Land  Bank  and  each  Land  Bank  must,  before  begin- 
ning business,  have  at  least  $500,000  in  capital  stock. 
In  case  a  bank  failed  to  get  this  amount  subscribed  **  it 
shall  be  the  duty  of  the  Secretary  of  the  Treasury  to 
subscribe  the  said  unsubscribed  balance."  The  Land 
Banks  (not  the  associations)  were  to  have  power  to 
issue,  subject  to  the  approval  of  the  Federal  Reserve 
Board,  and  to  sell  farm  loan  bonds  at  a  rate  of  interest 
on  such  bonds  not  to  exceed  5%.  The  trustees  of  the 
postal  savings  banks  were  directed  to  employ  in  the 
purchase  of  farm  loan  bonds,  if  they  could  be  obtained 
below  par,  the  funds  withdrawn  from  postal  savings 
depositories;  and  they  might  use  their  discretion  in 
purchasing  them  at  par.  It  was  further  provided  that 
the  Secretary  of  the  Treasury,  on  application  from  one 
or  more  of  the  Federal  Land  Banks,  should  purchase 
from  the  Land  Banks  farm  loan  bonds  not  previously 
issued  or  sold,  in  an  amoimt  not  to  exceed  $50,000,000 
in  any  one  year.  Varied  and  far-reaching  powers  of 
supervision  were  given  to  the  Federal  Reserve  Board. 

This  bill  should  have  met  the  approval  of  those  who 
believed  that  the  Moss-Fletcher  Bill  did  not  go  far 
enough.  It  was  certainly  not  a  bankers'  bill,  because  all 
chance  for  private  initiative  and  all  possibility  of  profit 
were  shut  out.  Moreover,  there  was  a  superabundance 
of  Federal  supervision  and  financial  assistance.     But 
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this  Federal  assistance  was  made  dependent  on  the 
f onnation  by  private  initiative  of  farm  loan  associations 
and  the  bill  carefully  removed  all  incentive  to  such 
action. 

The  Administration,  however,  soon  let  it  be  known 
that  it  was  unalterably  opposed  to  the  granting  of 
financial  aid  by  the  Federal  Government,  and  all 
attempts  to  put  through  a  rural  credits  bill  were 
abandoned  for  the  current  session. 

A  perusal  of  the  numerous  bills  presented  and  of  the 
volimiinous  reports  of  the  hearings  must  convince  one 
that  there  is  an  utter  lack  of  adequate  information  as 
to  the  actual  credit  needs  of  the  farmer  and  of  the 
extent  to  which  existing  agencies  are  supplying  them. 
And  moreover,  when  one  studies  the  measures  in  detail 
he  discovers  that  instead  of  profiting  by  the  experience 
of  Europeans  our  legislators  have  proposed  measures 
which  these  have  avoided  or  abandoned.  Credit 
agencies  in  great  variety  have  come  into  being  in  the 
United  States  to  meet  the  demands  of  an  undeveloped, 
unstandardized  agriculture.  The  evils  of  this  lack  of 
credit  organization  have  been  greatly  exaggerated,  but 
the  time  has  probably  come  for  more  organization. 
Such  oi^anization  must,  however,  be  attained  gradually, 
and  adapted  to  the  peculiar  conditions  of  this  country. 
European  methods  must  be  used  with  caution.  It  is 
exceedingly  doubtful,  for  example,  whether  the  deben- 
ture bond  system  is  feasible  for  any  considerable  part 
of  the  coimtry.  If  European  experience  has  anything 
to  tell  us  about  state  aid,  it  is  ''  Beware," 

While  there  is  need  of  federal  legislation,  the  bills  thus 
far  introduced  have  provided  for  too  much  centralization 
and  too  much  federal  interference  in  a  coimtry  as  large 
as  this  and  with  such  varied  conditions.  A  general 
plan  of  organization  for  the  entire  coimtry  is  requisite; 
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but  it  should  be  left  to  the  mdividual  states  to  deter- 
mine the  practical  details  of  administration  and  contrd 
The  conditions  of  agriculture  in  this  country  do  not 
warrant  special  legislation,  such  as  has  been  proposed, 
limiting  the  operations  to  agricultural  land;  nor  are  the 
farmers  asking  for  it.  Not  only  does  such  l^;isIation 
do  violence  to  our  political  sense,  but  in  this  particular 
case  it  would  defeat  its  own  end. 

In  the  final  analysis,  the  solution  of  the  problem  of 
rural  credit  is  in  the  hands  of  the  farmers  themsdves. 
They  must  put  their  business  on  a  more  efficient  basis 
and  must  learn  to  work  together  for  their  mutual  inter- 
est. The  former  is  a  problem  of  farm  management,  the 
latter,  one  of  rural  organization.  That  the  short- 
comings of  the  American  farmer  in  both  these  fields  have 
at  last  been  forced  on  the  attention  of  the  nation  is 
evidenced  by  the  many  praiseworthy  efforts  which  are 
now  being  put  forth  by  so  many  agencies  to  remove 
these  obstacles  in  the  way  of  agricultural  progress. 

Jesse  E.  Pope. 
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A  CONTRIBUTION  TO  THE  THEORY  OF 
COMPETITIVE  PRICE 

SUMMARY 

The  method  of  stating  the  lawB  of  competitive  price,  747.  —  Eco- 
nomics as  a  theory  of  limits,  750.  —  The  factor  of.  time,  751.  —  Fixed 
capital  and  joint  cost,  754.  —  Price  is  indeterminate,  755.  —  Capital 
with  limited  mobility,  760.  —  Factors  affecting  extent  of  price  cutting, 
762.  — Agreements  and  potential  competition,  767.  —  Conclusion,  770. 

In  formulating  economic  laws,  the  student  has  the 
choice  of  two  policies.  He  may  make  the  statement  in 
the  simplest  terms,  leaving  out  most  of  the  disturbing 
elements,  which  must  then  appear  as  forces  causing 
variations  from  the  standard.  Or  he  may  so  state  his 
law  as  to  include  as  many  of  these  disturbing  elements 
as  possible,  thus  sacrificing  simplicity,  but  gaining  in 
completeness,  and  cutting  down  the  number  of  necessary 
exceptions.  Such  a  formula  includes  automatically  the 
simpler  cases  covered  by  the  other  type  of  statement. 
Thus  the  physicist's  parallelogram  of  forces  needs  no 
readjustment  in  the  limiting  case  of  two  forces  acting  in 
the  same  line,  and  our  mathematical  friends  frame  an 
equation  for  the  ellipse  which  simplifies  itself  automat- 
ically when  the  two  foci  coincide  and  the  ellipse 
becomes  a  circle.  This  type  of  law  is  characteristic 
of  the  more  exact  sciences,  while  students  of  economics 
still  seem  to  prefer  treating  the  ellipse  as  an  exception  to 
the  circle  rather  than  the  circle  as  a  simple  form  of 
ellipse.  We  are  too  easily  content  with  treating  incon- 
venient facts  as  exceptions  to  static  law,  rather  than 
earnestly  undertaking  to  unearth  the  laws  that  govern 
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these  facts  —  laws  which  must  contain  the  static  law 
as  the  ellipee  contafais  the  circle. 

It  is  hardly  necessary  to  say  that  this  implies  no  criti- 
cism  of  the  abstract  method  of  static  theory  within  its 
proper  field.  None  will  deny  that  it  is  ''  necessary  for 
man  with  his  limited  powers  to  gp  step  by  step,  breaking 
up  a  complex  question,  studying  one  bit  at  a  time,  and 
at  last  combining  his  partial  solutions  into  a  more  or  less 
complete  solution  of  the  whole  riddle."  ^  But  it  is  the 
last  step  that  costs.  It  takes  resolution  to  gp  forth 
from  tbs  ease  and  beautiful  simplicity  of  a  well-formed 
hyix)thesis  and  struggle  with  amorphous  facts.  It 
takes  more  than  resolution  to  win  through  to  some 
degree  of  order  and  of  truth.  The  question  at  issue  is 
how  to  attack  the  problems  of  dynamic  theory:  what 
method  to  use  in  trying  to  bring  order  out  of  those 
phases  of  the  actual  world  which  the  static  hypothesis 
was  not  framed  to  cover.  If  one  were  to  say  that  the 
same  abstractions  used  in  static  theory  would  never  do 
as  a  basis  for  dynamic  studies  he  would  rouse  about  as 
much  interest  as  by  stating  that  black  is  not  white.  And 
yet  to  many  people  '^  theory  "  seems  still  to  mean  "static 
theory  "  and  dynamic  studies  seem  sometimes  in  danger 
of  degenerating  into  mere  exceptions  to  static  law. 

Even  Marshall,  who  has  said  that ''  every  plain  and 
simple  doctrine  as  to  the  relations  between  cost  of  pro- 
duction, demand  and  value  is  necessarily  false," '  still 
keeps  touch  not  only  with  the  static  method  but  with 
static  conclusions.  Shreds  of  discarded  hypotheses  still 
cling  to  his  argument  and  he  still  gives  us  deviations 
from  static  law  at  points  where  we  had  reason  to 
expect  something  more  radical. 

I  MuAA  PrindplM  of  Beonomki.  Book  V,  oiMp.  ▼.  f  U. 
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Is.it  possible  that  the  loss  of  prestige  from  which 
economic  theory  has  suffered  comes  partly  from  the  vast 
number  and  importance  of  these  exceptions  ?  Where 
exceptions  rule,  the  theorist  is  no  better  off  than  his 
opponent:  he  is  reduced,  if  not  to  the  level  of  the  man 
in  the  street,  at  least  to  that  of  any  educated  and  in^ 
formed  man  of  no  special  theoretical  training.  And 
if  the  exceptions  grow,  as  they  seem  to  be  growing  with 
the  increasing  complexity  of  business  relations,  what 
wonder  if  many  economists  turn  aside  from  theoretical 
Qtudy  ?  All  the  more  reason,  then,  for  a  determined 
effort  to  make  room  within  the  theories  for  as  many  as 
possible  of  the  obstinate  special  cases  and  exceptions. 
The  tendency  of  progr^s  in  our  theoretical  study  is  all 
in  this  direction.  Thus  the  statement  of  the  quantity 
theory  of  money  with  its  blanket  phrase  ''  other  things 
being  equal,"  gives  way  to  the  detailed  statement  and 
quantitative  study  of  the  chief  of  these  "  other  things  " 
in  the  ''  equation  of  exchange."  Could  not  the  method 
of  stating  the  law,  or  laws,  of  competitive  price  be 
developed  in  the  same  direction  with  advantage  ? 

Men  have  a  way  of  ignoring  things  until  an  extreme 
case  forces  them  into  the  field  of  attention,  then  recog* 
nizing  the  one  extreme  case  as  an  exceptional  one,  and 
finally  discovering  that  all  other  cases  are  like  it,  to 
some  extent.  The  economic  peculiarities  of  specialized 
capitals  and  '^  general  expenses  "  furnish  a  case  in  point. 
We  learned  first  that  a  railroad  is  not  like  a  soap  factory ; 
the  next  step  was  to  Itom  that  a  soap  factory  is  more 
or  less  like  a  railroad,  and  that  the  things  we  thought 
peculiar  to  railroads  are,  in  fact,  wellnigh  universal. 
The  discovery  of  "  potential  competition  "  as  a  check 
on  trusts  may  lead  to  the  further  discovery  that  most 
competition  is  potential,  active  competition  being 
limited  in  many  fields  by  understandings  and  informal 
agreements. 
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Economics  as  a  Theory  of  Limits 

The  study  of  these  facts  is  dynamic  theory,  and  in 
approaching  it,  it  may  be  well  to  '^  stop,  look  and 
listen '';  and  even  to  ftsk  what  economic  theory  really 
is  before  asking  how  dynamic  theory  is  different  from 
static.  Economic  theory  is  essentially  a  theory  of 
limits.  Strictly  speaking  and  with  a  view  to  practical 
applications,  it  is  not  so  safe  to  say  that  competitive 
price  tends  to  equal  the  expense  of  production  as  to  say 
that  the  difference  between  competitive  price  and 
expense  of  production  tends  to  become  smaller  than  any 
assigned  quantity.  Of  course  this  depends  on  the 
assumption  that  tiie  supply  can  be  adjusted  with  infinite 
delicacy.  If  capital  and  labor  can  come  and  go  in 
infinitely  small  instalments,  it  makes  no  practical 
difference  whether  we  say ''  price  equals  cost ''  or  '^  price 
approaches  cost  as  a  limit ";  and  the  static  hjrpothesis 
furnishes  these  conditions  by  assuming  perfect  mobility 
of  labor  and  capital. 

But  when  we  cut  loose  from  this  assumption  and 
begin  to  study  ''  dynamic  disturbances  and  friction,'' 
we  enter  a  world  to  which  the  theory  of  limits  can  no 
longer  be  applied  in  the  same  simple  way.  Capital  and 
labor  are  mobile,  but  not  ideally  so;  they  come  and  go 
under  difficulties  and  in  instalments  of  some  size. 
Suppose  a  man  trying  to  put  just  five  poimds  of  water 
into  a  pail.  He  cannot  do  it  exactly,  perhaps,  but  he 
can  come  so  near  that  he  cannot  measure  the  difference. 
But  five  pounds  of  potatoes  ?  If  he  must  put  in  at 
least  five  pounds,  all  he  can  be  reasonably  sure  of  is 
that  he  will  not  go  over  the  limit  by  more  than  the 
weight  of  the  smallest  available  potato.  So  it  is  with 
capitalistic  production.  Infinitesimals  are  clearly  out 
of  the  question  when  the  maiynal  increment  of  capital 
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consists  in  double-tracking  a  railroad  or  building  a 
modem  steel  plant.  Even  a  new  grocery  store  or 
barber  shop  in  a  small  town  may  make  just  as  big  an 
impression  on  the  local  market  as  the  steel  plant  on  the 
output  of  the  nation. 

Aside  from  these  facts,  the  chief  peculiarity  of  dyna- 
mic theory  is  its  dependence  on  time,  in  contrast  to 
static  theory,  which  is  virtually  timeless.  Let  us  con- 
sider some  of  the  simpler  consequences  of  this  fact  before 
going  on  to  the  more  complex  problems  of  fixed  capital 
and  joint-cost  production.  And  always  let  us  keep  in 
mind  the  attitude  of  the  mathematician  seeking  an 
equation  that  will  include  under  a  single  statement  the 
ellipse  as  well  as  the  circle. 

The  Factor  of  Time 

We  have,  apparently,  several  ''  laws  of  normal  com- 
petitive price."  In  the  case  in  which  different  units  of 
output  involve  different  expenses  of  production  due  to 
causes  that  are  permanent  and  inevitable,  we  have  one 
statement  of  the  normal  level  of  prices,  and  in  the  case 
in  which  different  producers  have,  from  avoidable 
causes,  different  expenses  of  production,  we  have  two 
other  statements.  There  is  a  short-time  tendency  of 
price  toward  the  level  of  the  expense  of  producing  t}ie 
article  in  question  in  the  establishment  of  a  rather 
inefficient  producer  who  is,  for  the  time  being,  the 
marginal  one.  And  there  is  a  long-time  tendency  of 
price  toward  the  expense  of  the  most  efficient  methods 
of  production,  which  we  consider  the  less  efficient  must 
imitate  or  be  displaced  by  the  enlargement  of  the 
superior  establishment. 

These  three  laws  can,  if  desirable,  be  included  under 
the  one  statement  that  within  any  given  period  of  time, 
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the  normal  price  for  that  period  is  equal  to  the  hi^best 
unit  expense  that  must  needs  be  incurred  in  order  to 
complete,  at  the  end  of  that  period,  a  rate  of  output 
large  enough  to  bring  the  price  down  to  the  level  of  the 
aforesaid  highest  expense.^  This  form  of  statement 
may  not  be  suited  to  the  popular  lecture  platform,  but 
it  includes  all  three  of  the  cases  above  mentioned,  in 
a  way  that  shows  conclusively  (if  there  were  any 
doubt  in  the  learner's  mind)  that  the  laws  governing 
these  cases  are  not  inconsistent  nor  even  disconnected 
from  each  other,  but  phases  of  one  principle. 

By  ''  normal  price  "  is  meant  a  price  such  that  if  the 
actual  price  goes  lower  than  the  normal,  some  one  can 
''make  money"  (or  avoid  loss)  by  doing  something 
that  wiU  tend  to  raise  it,  and  if  the  actual  price  is  higher, 

1  The  objection  might  b«  rmiied  that  the  mbove  method  of  fonnulfttinc  the  law  of 
price  ezpoees  itaelf  umieceesarily  to  the  charge  of  droular  reMoning  which  ariaee  (mie- 
takenly)  out  of  the  undeniable  facta  that  both  eelUng  price  and  marginal  expense  of 
production  are  vaiiable  funotione  of  the  same  third  variable,  eupply ;  while  the  direotioa 
and  rapidity  of  changes  in  supply  are  a  function  of  the  difference  between  the  marginal 
expense  of  production  and  the  selling  price. 

To  put  it  mathematicaUy,  let  P  »  price,  8  »  rate  of  supply, 
B  •■  expense  and  T  i*  time. 
Then  P  ^  fi  (JS)  and  B  -  /i  (<S)  and  also  AS  -/i  (P  -  JE9)  Ar,  an  exprsssion 

which  we  know  goes  to  sero  if  S  increases  indefinitely. 

Or,  if  we  put  Si  +  ASi  *-  St»  and  Ti  +  ATi  «  Tj  and  substitute  for  ASi,  P  and  iP  their 
functional  equivalents,  we  have  iSs  -  5i  +  /«  |  /i  (5i)  -  /j  (Si)  ||  Tj  -  Ti  j . 

If  that  be  inviting  the  charge  of  circular  reasoning,  the  difficiilty  is  inherent  in  the 
facts,  and  we  can  gain  nothing  by  shirking  the  issue  under  any  form  of  statement. 
Indeed,  if  we  do  evade  the  issue,  we  are  fleeing  from  a  dragon 
which  may  devour  other  victims.  We  lose  an  opportunity  to 
impale  a  fallacy  which  may  be  strong  enough  to  discredit  much 
perfectly  valid  reasoning. 

Here  is  no  mora  circular  reasoning  than  would  be  involved  in 
the  mechanical  explanation  of  the  exact  volume  of  air  in  the 
dosed  end  of  a  curved  tube  (see  diagram)  after  a  given  quantity 
of  water  has  been  poured  in  the  open  end. 

The  volume  of  air  depends  on  the  pressure  exerted,  measured 
by  the  height  of  the  column  of  water  A  B,  which  depends  in  turn  . 
on  the  law  governing  the  manner  in  which  the  pressure  oi  the  air  j 
increases  in  response  to  a  reduction  of  its  volume.  But  the  appar- 
ent circularity  of  this  reasoning  does  not  prevent  the  water  in 
the  tube  from  finding  a  level,  quite  definitely  determined  by 
forces  beyond  its  own  control,  a  level  which  a  physicist  could 
ealoulate  in  advance  with  perfect  aoeuracy.  Nor  is  the  writer 
aware  that  the  phyaidsts  are  cutting  each  other's  throats  over  the 
rival  claims  of  the  oolumn-of-water  theory  and  the  elastidtyHif- 
•ir  theocy  as  explanatioos  of  the  problem. 
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a  similar  ^'  economic  force  "  will  be  set  to  work  whose 
effect  must  be  to  lower  it.  Therefore  we  must  specify  a 
period  of  time.  Suppose  that  within  a  year's  time  it 
will  be  impossible,  without  producing  some  cloth  that 
costs  10  cents  per  yard  to  weave,  to  satisfy  the  demand 
of  those  willing  to  pay  that  much  for  the  service  of 
weaving.  What  matter  if  the  best  plants  can  do  the 
work  for  7  cents,  and  what  matter  if  in  ten  years'  time 
these  plants  will  have  been  enlarged  and  others  will  have 
copied  their  methods  imtil  the  whole  demand  can  be 
satisfied  at  the  lower  price  ?  What  matter  if  there  be  a 
further  tendency  for  the  expense  to  f aU  still  lower  as  the 
best  methods  are  improved  upon  ?  It  remains  true 
that  if,  for  any  reason,  the  price  be  lowered  below 
10  cents  within  the  year,  the  forces  of  economic  equilib- 
rium will  act  at  once  to  raise  it  again  to  10  cents,  not 
to  lower  it  still  farther.  This  price  appears  to  satisfy 
the  requirements  of  '^  normal  price  "  so  long  as  the 
calculations  are  limited  to  one  year's  time.  It  would 
seem  that  in  this  case  the  force  of  competition,  tending 
to  bring  price  down  to  7  cents  per  yard,  is  not  nullified 
by  obstructions,  but  rather  reversed  in  its  effect  by  the 
conditions  which  govern  it.  With  reference  to  the  ten- 
year  period  7  cents  per  yard  is  the  marginal  expense  of 
weaving,  while  with  reference  to  a  period  of  one  year, 
10  cents  per  yard  is  the  marginal  expense. 

The  static  state  knows  no  limits  of  time,  and  hence 
differences  in  costs  do  not  exist  for  it,  so  far  as  they 
spring  from  innovations,  or  can  be  eliminated  by 
imitation,  or  by  the  absorbing  of  weak  enterprises  and 
the  extension  of  strong  ones.  The  only  differences  to  be 
recognized  by  static  theory  are  permanent  ones.^    The 

>  Henoe  the  applioatioa  of  the  above  Uw  to  a  static  state  is  much  simplified  and 
quite  obvious.  This  is  equally  true,  whether  we  do  or  do  not  ehoose  to  count  rents  and 
royalties  among  the  expenses  of  production.  Cf.  Brlarshall.  *'  Principles  of  Economics, 
Book  y,  chap.  v. 
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student  of  actual  conditions,  however,  is  dealing  with 
disturbances  where  time,  and  the  speed  with  which 
actions  and  reactions  occur,  is  of  the  utmost  impor- 
tance. The  rate  at  which  demand  can  grow,  the  periods 
over  which  it  fluctuates,  the  time  needed  to  enlarge, 
reduce  or  improve  the  facilities  of  production,  and  even 
the  speed  with  which  a  reduction  of  price  reacts  on  the 
amount  sold  —  all  these  facts  arc  grist  for  his  mill.  He 
must  study  everything  in  terms  of  time. 

Fixed  Capital  and  Joint  Cost 

The  most  obstinate  cases  remaining  outside  the  law 
of  price  as  thus  formulated  are  those  of  joint-cost  pro- 
duction, either  of  different  articles  or  of  different  units 
of  a  homogeneous  output,^  especially  where  the  joint 
outlay  represents  an  investment  of  highly  specialized 
capital.  Are  these  facts  to  be  treated  as  mere  distur- 
bances and  their  effects  measured  as  variations  from  a 
static  norm,  or  can  a  law  be  framed  broad  enough  to 
include  them  ? 

In  the  first  place,  the  writer  doubts  if  even  a  station- 
ary state  would  be  free  from  the  effects  of  such  phenom- 
ena, if  we  were  to  imagine  such  a  state  developed  out 
of  the  present  condition  by  stopping  the  processes  of 
change  and  giving  the  factors  of  production  unlimited 
time  to  find  their  level.'  Some  forms  of  capital  cannot 
be  shifted  without  loss,  no  matter  how  much  time  is 
allowed  for  the  piecemeal  transfer  of  the  depreciation 
fimd;  a  railroad  embankment,  for  instance,  or  a  timnel. 

1  The  writer  does  not  inost  on  thia  extension  of  the  term  *' Joint  oo0t.'*  The  reader 
may,  if  he  ohooeee,  think  in  terms  of  prime  ooct  end  soi^ementary  costs  or  of  fixed  and 
vaxiable  outlays,  and  the  aisument  will  be  unafFeeted.  Believing  that  the  same 
juinoiple  governs,  whether  the  produot  is  one  thine  or  many,  the  writer  feels  that  it 
would  promote  clear  thinking  to  let  this  unity  appear  in  the  terms  used  and  so  he  pre- 
fers one  word  to  cover  both  eases. 

*  This  is  not  just  the  assumption  of  the  perfect '*  statie  state/*  though  it  has  been 
used  sometimes  for  iUustrative  purposes  as  a  working  appnudmataon. 
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Moreover  in  any  large  industrial  plant,  as  well  as  in  a 
railroad,  the  depreciation  account  is  managed  with 
reference  to  keeping  the  value  of  the  plant  undiminished 
in  its  original  use  and  in  continuous  operation  —  not 
with  reference  to  scrapping  the  entire  outfit  at  some 
time  and  building  new.  There  is  no  moment  in  the 
normal  career  of  a  large  manufacturing  plant  when  it 
goes  to  pieces  like  the  one-hoss  shay,  and  the  depreciar 
tion  accounts  are  not  accmnulated  with  any  such 
catastrophe  in  view.  As  a  result,  they  would  not  be 
large  enough  at  any  time  to  rebuild  the  establishment 
entire,  scrapping  tiie  original  equipment  and  getting 
out  without  loss.  Therefore  in  such  cases  producers 
would  find  it  better  to  endure  even  permanently  a  loss 
of  some  part  of  the  usual  rate  of  income  on  their  capital, 
rather  than  imdergo  the  loss  of  a  larger  part  of  the  value 
of  the  capital  itscJf  in  shifting  it  to  some  other  enter- 
prise.* 

Pbice  is  Indetebminate 

Thus  even  in  the  longest  of  long  runs  we  should  be 
compelled  to  admit  that,  in  some  cases,  price  would  be 
indeterminate  between  two  levels,  one  high  enough  to 
attract  new  capital  and  labor  into  the  business,  and 
another  lower  level,  at  which  some  of  what  is  already  in 

BzMption  may  be  Uken  to  thk  fonn  of  statemeni  by  thooe  who  hold  that  oapit*] 
k  nothins  other  than  earning  power  capitalised.  Obvioualy,  if  this  terminology  be 
adopted  the  foregoing  aigument  becomee  impoMible  in  iU  pttMnl  form.  But  if  the 
relation  of  expense  to  price  is  to  have  any  meaning  at  all,  the  term  *'  expense  "  must 
have  SMoe  reference  to  the  actual  outlay  involved  in  investment,  and  the  result  of 
changing  the  definition  of  capital  would  only  be  to  shift  the  real  issue  over  to  the 
question  of  the  normal  relation  between  the  earnings  of  capital  and  the  expenses  of 
reproducing  it.  And  under  this  terminology,  the  entire  argument  of  this  paper  could, 
if  necessary,  be  restated  without  losing  any  of  its  validity.  The  question  at  issue  is  in 
part  the  same  that  is  treated  on  pp.  285-288  of  Professor  J.  B.  Clark's  Fasentials  of 
EccvDomic  Theory. 

For  the  purposes  of  the  present  study,  which  is  primarily  from  the  individoalistio 
standpoint,  we  may  assume  a  rate  of  interest,  and  not  undertake  here  the  solution 
of  the  objection  that  the  cost  of  reproducing  capital  includes  interest  on  other  capital. 
This  paper  is  not  a  study  of  the  theory  of  interest. 
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would  be  forced  out.  For  we  must  admit  that  a  certain 
amount  of  excess  producing  capacity  might  continue 
indefinitely.  It  is  only  by  virtue  of  aRSuming  a  demand 
that  grows,  but  never  shrinks,  that  the  economist  can 
say  that  '^  price  tends  to  equal  the  expenses  of  pro^ 
duction,  indudii^  interest  on  investment." 

Even  Marshall's  argument  proves  no  more  than  this^ 
tho  it  appears  to  carry  much  farther.  If  we  look  for  an 
exact  definition  of  the  expenses  of  production  which 
govern  normal  price,  we  become  involved  in  a  confusion 
quite  foreign  to  Marshall's  usual  reasoning.  At  one 
point  we  read  ^'  the  marginal  supply  price  is  that,  the 
expectation  of  which  in  the  long  run  just  suffices  to 
induce  capitalists  to  invest  their  material  capital."  ^ 
Obviously,  it  is  growing  investments  to  which  this 
statement  applies.  But  two  pages  farther  on  we  read: 
"  Price  must  be  sufficient  to  cover  the  expenses  of  pro- 
duction of  those  producers  who  have  no  special  and 
exceptional  facilities;  for  if  not  they  will  withhold  or 
diminish  their  productions  and  the  scarcity  of  the 
amoimt  supplied,  relatively  to  the  demand,  will  raise  the 
price.  Again:'  ''Supplementary  costs  are  taken  to 
include  standing  charges  on  account  of  the  durable 
plant  .  .  .  they  must  be  completely  covered  by  it 
(selling  price)  in  the  long  run;  for  if  they  are  not,  pro- 
duction will  be  checked."  Apparently  these  costs  are 
taken  as  identical  with  the  ''  marginal  supply  price  " 
of  new  investments,  cited  in  the  preceding  paragraph. 
But  farther  on  we  read:  •  "  For  the  capital  already 
invested  in  improving  land  md  erecting  buildings,  and 
in  making  railways  and  machinery,  has  its  value  deter- 
mined by  the  net  income  (or  quasi-rent)  which  it  will 
produce;  and  if  its  prospective  income-yielding  power 

>  Priaoiples  of  Eoonomios,  0th  ed.,  p.  497,  of.  p.  350. 

>  Ibid.,  pp.  369-360.  >  Ibid.,  p.  698. 
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diould  diminish,  its  value  would  fall  accordingly  and 
would  be  the  capitalized  value  of  that  smaller  income 
after  allowing  for  depreciation."  Accepting  this  last, 
supplementary  costs  become  equal  to  whatever  the 
business  can  earn  over  prime  costs,  and  the  minimum 
limit  on  price  turns  into  a  vanishing  quantity. 

If  the  value  of  invested  capital  is  derived  from  its 
earning  power,  obviously  there  is  no  meaning  in  the 
statement  that  the  price  of  the  product  is  governed  by 
the  necessity  of  earning  the  current  rate  of  interest  on 
the  value  of  the  capital.  And  if  the  "  interest "  which 
governs  the  selling  price  is  the  interest  necessary  to 
.attract  new  investments  of  capital,  obviously  it  will 
only  be  effective  in  a  condition  of  growing  demand.^ 
Marshall  sees  that  if  price  is  governed  by  expense  the 
governing  expense  must  include  no  land  rent,  else  there 
is  circular  reasoning.'  Apparently  he  does  not  appre- 
ciate the  consequences  of  the  fact  that  he  has  Imnself 
placed  standing  investments  of  capital  on  the  same 
footing  as  land  and  thus  ruled  their  earnings  out  of  the 
category  of  marginal  expenses  of  production. 

So  much  for  the  question  whether  price  may  remain 
permanently  too  low  to  pay  interest  on  the  full  amount 
of  the  investment,  if  some  of  that  investment  is  irre- 
vocably fixed. 

But  in  actual  business  the  important  question  is  not 
whether  capital  can  move  without  loss  if  an  indefinite 
time  is  allowed,  but  whether  it  can  move  fast  enough  to 
keep  pace  with  the  fluctuations  of  business.  And  a 
very  great  part  of  business  capital  is  fixed  with  sufficient 
permanence  so  that  all  it  can  do  in  a  period  of  depres- 
sion is  to  wait  for  the  tiun  of  the  wheel.     With  respect 

>  Tbis  statement  does  not  of  course  allow  for  the  faet  abeady  mentioned  that 
renewals  have  "  supply  prioes  '*  like  new  inyestments,  so  that  the  *'  depreeiaUon  fund  '* 
may  be  shifted  from  an  unprofitable  enterprise. 

*  Op.  eit.,  p.  499,  ef.  p.  593. 
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to  the  periods  covered  by  the  fluctuations  of  prosperity 
in  individual  businesses,  or  by  our  more  or  less  regular 
cycles  of  general  activity  and  stagnation,  such  capital 
is  fixed.  The  result  is  that  the  most  pessimistic 
investor  cannot  withdraw  such  capital  from  a  business, 
once  it  is  in,  while  the  most  optimistic  can  always  put 
in  more.  The  level  of  such  investments  is  like  the 
maximum  indicator  of  a  self-recording  thermometer. 
During  considerable  intervals  it  stands  as  a  monument 
to  the  warmth  of  past  enthusiasms,  the  summit  of  past 
hope.  Thus  periods  of  excess  producing  capacity  are 
normal  to  modem  business  even  tho  the  capacity  is  not 
too  great  for  the  demand  of  active  seasons.  This  is 
true  of  so  many  businesses  that  it  begins  to  appear 
virtually  a  universal  condition  varying  only  in  degree. 
The  structure  of  an  ordinary  retail  store  is  fixed  capital, 
while  the  fact  that  joint  outlays  affect  the  price  problem 
even  in  retail  trade  is  evidenced  by  the  discrimination 
and  higgling  that  are  the  vexation  of  the  tourist  in 
Europe  and  the  chief  business  in  life  of  the  bazaar 
trader  of  the  Orient.^ 

The  typical  example  of  capital  which  must  be  held 
partly  idle  through  regularly  recurring  periods  of  slack 
demand  is  the  plant  of  an  electric  light  and  power 
company,  which  must  be  in  '^ readiness  to  serve"  a 
''  peak  load  "  far  greater  than  the  average  consumption, 
and  which  cannot  store  its  service,  even  for  a  day.  Of 
course  the  times  and  seasons  of  the  daily  and  yearly 
changes  in  demand  can  be  pretty  well  calculated, 
making  the  problem  much  simpler  than  that  of  business 
cycles  and  other  fluctuations  of  an  insular  sort.  And 
of  course  the  problem  of  charges  for  electricity  is  not 
the  problem  of  competitive  price.     But  the  bottom 

>  As  a  fuHher  instanee  of  ths  effects  of  Joint  oott,  the  writer  recently  found  that  a 
fiim  WM  eeOiBt  the  aune  smde  of  candy  for  86  oents  per  pound,  in  bulk,  or  55  cents  per 
pound  in  bone.    Rather  an  expensive  bos  1 
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facts  of  the  situation  are  the  same.  Public  service  com* 
panies  make  low  rates  for  current  taken  at  times  of  the 
day  when  demand  is  slack,  to  encourage  a  more  steady 
and  therefore  more  efficient  use  of  the  plant.  The 
United  States  Steel  Corporation  has  attempted  the 
opposite  policy  of  ''  steadying  "  prices.  Competition, 
agam,  tends  to  lower  them  sharply  in  slack  seasons. 
Which  is  the  wisest  plan  ?  It  is  a  suggestive  comparison. 

To  what  level,  in  these  circiunstances,  does  active 
competition  tend  to  bring  prices  ?  If  prices  are  above 
the  total  expense  of  production  in  marginal  establish- 
ments ^  there  is  an  obvious  force  set  in  motion  to  lower 
them.  To  be  sure,  if  business  men  were  perfectly 
rational  and  ideally  well-informed,  they  would  not  tie 
up  capital  in  new  fixed  plants '  unless  the  returns  more 
liian  covered  the  outlay  over  the  whole  period  of  one 
of  our  business  cycles.  But  then,  if  business  men  were 
all  thus  prescient,  the  great  cycles  would  not  happen. 
If  we  assume  the  cycles,  we  must  also  assume  their 
causes,  so  far  as  we  know  them,  including  as  one  of 
these  the  behavior  of  the  business  man  who  invests  as 
long  as  prices  more  than  cover  outlays,  even  tho  it  be 
at  the  hi^  tide  of  prosperity.  Under  active  competi- 
tion, price  tends  to  be  not  hi^er  than  the  expenses  of 
production,  in  the  sense  that  if  it  does  go  hi^er,  a 
force  is  set  in  motion  to  lower  it. 

When  we  come  to  the  forces  tending  to  raise  prices 
when  they  have  gone  unduly  low  and  to  study  the  level 
at  which  these  forces  begin  to  act,  the  problem  is  more 
complicated.  Assuming  active  competition  and  no 
collusion  of  any  sort,  we  may  say  that  even  when  unused 
capacity  sends  prices  below  the  cost  level,  competitive 

1  Defined  with  raferenoe  lo  the  period  of  time  in  queetion.  ae  eteted  on  p.  751  ebore. 

•  Fixed,  in  the  eenee  thet  they  oennot  be  ehifted  without  aerioue  loei  within  the 
period  of  a  aingle  awing  of  the  pendulum  of  buaineaa  aotivitjr. 
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policy  shows  no  force  acting  definitely  to  reduce  the 
excess  supply,  until  they  go  below  the  level  that  affords 
no  return  on  the  specialized  plant  but  merely  covers  the 
variable  expenses,  including  interest  on  such  capital  as 
can  be  shifted  without  loss  within  the  time  limits  of  the 
problem.  This  capital  would  be,  roughly,  the  same 
that  is  commonly  classed  as  ''working  capital"  by 
business  men.  At  this  point  some  plants  must  needs  be 
partially  or  wholly  closed,  and  the  fall  in  prices  checked, 
tho  it  might  not  be  stopped  until  some  establishments 
well  above  the  margin  had  temporarily  closed  down,  the 
price  going  below  their  variable  expenses.^  Indeed,  if 
the  fall  in  demand  be  only  sharp  enough,  there  is  no 
assignable  minimum  for  the  temporary  fall  in  prices, 
short  of  the  variable  expenses  of  the  most  efficient 
producers. 

Capital  with  Limited  Mobility 

Some  further  refinements  might  well  be  added  to  this 
statement.  In  the  first  place,  it  fails  to  take  into 
account  the  fact  that  some  capital  is  strictly  fixed,  while 
some  could  be  moved  with  a  certain  loss  to  the  owner. 
For  capital  of  this  latter  sort,  earnings  could  never 
quite  reach  the  zero  point  without  an  exodus  that  woidd 
be  somewhat  less  disastrous  than  a  shutdown.  To 
include  all  varieties  of  capital  imder  a  general  state- 
ment, we  mi^t  say  that  the  minimum  would  be  set  at 

>  Strictly  QMftkint*  even  the  pemument  downward  tendency  of  prioes  would  not 
b«  ontirdy  stopped  if  there  were  eo  mtioh  diiferenoe  between  the  efficient  of  the 
pooNst  produoer  and  the  most  efficient  ones  that  the  latter  oould  earn  profita  well 
above  the  general  rate  on  their  investment  while  the  former  was  eamins  nothing  at  all 
above  maintenance  on  his.  A  prodiioer  as  inefficient  as  this,  however,  eoold  not  be 
even  a  maisfaial  prodaoer  by  the  definition  here  adopted,  bat  would  be  already  below 
the  margin,  dinning  the  latter  with  reference  to  a  period  of,  say,  five  years  or  more. 
In  such  a  ease  the  **  tendency  to  minimum  cost  **  would  operate  unmodified.  But  a 
more  typical  condition  in  periods  of  depression  is  that  in  whieh  even  the  best  produesn 
axe  not  making  profits  enough  to  tempt  them  into  extending  their  operations  on  a  large 
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the  point  where  the  loss  of  earnings  of  the  whole  enter- 
prise (measured  from  the  general  rate  as  a  standard)  for 
the  period  covered  by  the  calculations  of  the  more 
foreseeing  of  the  entrepreneurs  in  question,  should  be 
equivalent  to  the  loss  in  the  value  of  the  capital  result- 
ing from  a  hasty  transfer,  plus  the  unavoidable  loss  of 
earnings  in  the  interval  before  the  transfer  could  be 
made  complete.  As  the  accuracy  of  this  statement  is  no 
greater  than  the  estimates  of  the  future  on  which  it  all 
depends,  it  would  be  more  curious  than  profitable  to 
reduce  it  to  a  mathematical  formula. 

Moreover,  the  statement  only  applies  in  case  the 
level  of  price  as  thus  determined  is  high  enou^  to 
afford  some  retiun  to  the  more  or  less  fixed  capital.  In 
practice,  if  the  business  men  in  question  carried  their 
calculations  no  farther  ahead  than,  say,  six  years, 
assuming  that  by  that  time  there  would  be  a  recovery 
from  the  depression  in  which  they  foimd  themselves, 
and  if  the  capital  in  question  would  lose  12  per  cent  of 
its  value  if  transferred  in  four  years'  time  or  24  per  cent 
if  transferred  in  two  years,  and  if  the  rate  of  return  be 
taken  as  6  per  cent,  such  capital  mi^t  as  well  stay 
where  it  is  and  endure  a  total  loss  of  earnings  for  the 
full  six-year  period.  And  if  entrepreneurs  were  more 
optimistic  as  to  the  prospects  of  recovery,  they  might 
keep  their  capital  in  the  business  even  tho  it  were  much 
more  mobile  than  these  fiigures  represent.  Thus  we 
find  that  in  practice  the  first  rough  statement  of  the 
law  is  near  enough  to  accuracy,  for  an  equation  one 
side  of  which  depends  on  business  men's  power  of 
prophecy. 

Another  complication  arises  from  the  fact  that  the 
waves  of  prosperity  and  depression  have  their  effect  on 
the  cost  of  production  itself.  Rmming  at  part  capacity 
raises  unit  costs.    But  this  is  chiefly  because  the  bur- 
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den  of  joint  outlays  becomes  heavier,  and  the  greatest 
part  of  these  have  already  been  taken  into  calculation. 
Part  of  the  loss  may  be  borrowed  from  past  or  future 
through  temporary  economies  in  maintenance.  What  is 
left  may  be  offset  against  the  other  kinds  of  losses  in  eflS- 
ciency  that  arise  from  over-activity,*  and  the  resultant 
may  fairly  be  ignored.  If  it  could  be  calculated  in  any 
given  case,  the  result  woidd  be  merely  to  increase  or  to 
minimize  somewhat  the  quantitative  variation  in  prices 
from  one  period  to  another,  without  affecting  the  quali- 
tative statement  of  the  forces  that  determine  prices  at 
either  time. 

Factors  Affecting  Extent  of  Price  Cutting 

But  is  there  no  way  of  judging  how  far  toward  this 
minimum  limit  the  price  is  likely  to  fall  in  any  given 
case  ?  One  statement  would  be  that  the  price  must  fall 
in  response  to  a  f  alling-off  of  demand  until  all  the  pro- 
ductive capacity  is  at  work  which  can  earn  anything 
above  variable  expenses  at  the  new  price-level.  But 
common  experience  testifies  that  mills  begin  running  at 
part  capacity  long  before  prices  reach  this  level. 

The  statement  is  hypothetical,  based  on  the  implied 
assumption  (among  others)  that  a  cut  in  prices,  no 
matter  how  small,  will  at  once  enable  the  producer  who 
makes  it  to  take  custom  away  from  his  competitors  and 
so  must  necessarily  enlarge  his  net  earnings  if  he  had  any 
at  all  to  start  with.  The  corresponding  assumption  of 
the  static  law  of  price  has  no  need  to  specify  any  rate 
at  which  business  can  be  captured,  for  static  theory  is 
timeless.  But  to  make  valid  a  parallel  conclusion  in 
dynamic  theory,  the  premise  must  be  specific  as  to  time. 
If  new  business  is  slow  in  coming  in,  after  a  cut  in  prices, 

1  DisousMd  in  MitdMll.  BuBnan  Cyolea. 
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the  immediate  result  will  be  a  falling  off  of  revenue,  not 
an  increase. 

Obviously,  it  is  not  possible  to  transfer  the  allegiance 
of  customers  in  an  instant  by  any  cut,  no  matter  how 
small,  in  prices.  Some  approach  to  this  would  be  pos- 
sible in  articles  of  standardized  quality  easily  tested, 
where  competition  centers  in  price.  But  wherever  the 
buyer's  opinion  of  quality  is  important,  and  cannot  be 
verified  before  every  purchase,  it  must  depend  on  past 
experience  and  on  advertising,  and  furnish  an  inertia 
too  great  to  be  quickly  overcome  by  minor  changes  in 
the  price  of  one  or  the  other  brand  of  commodity.  The 
only  customers  who  would  be  attracted  would  be  those 
who  were  hesitating  already;  not  those  who  had  fairly 
strong  opinions  as  to  the  relative  merits  of  their  favorite 
make  of  article.  For  such  articles,  any  serious  attempt 
to  take  business  away  from  competitors  involves  the 
time  and  expense  of  an  advertising  campaign.  But  a 
period  of  depression  is  not  the  time  when  expensive 
tactics  of  this  sort  are  much  indulged  in.  Therefore 
producers  of  this  kind  of  goods  will  probably  rely 
merely  on  the  customary  channels  of  advertising  and 
can  expect  only  a  relatively  slow  response  to  any  cut  in 
prices.  And  in  proportion  as  the  gains  are  slow  in 
coming  in,  the  prospect  of  retaliation  must  loom  larger 
and  the  motive  to  price-cutting  be  weakened. 

Another  element  affecting  the  extent  of  price-cutting 
is  the  fact,  so  far  disregarded,  that  bankruptcy  awaits 
those  who  fail  to  cover  not  merely  the  variable  outlays 
but  interest  on  bonds  and  notes  as  well.  It  is  true  that 
a  receivership  does  not  necessarily  end  the  competition 
of  a  corporation,  even  tho  it  can  never  earn  the  full 
interest  contracted  for.  And  for  purposes  of  static 
theory  we  may  be  justified  in  regarding  interest  oh  aU 
capital  as  included  in  the  expenses  of  production  and 
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ignoring  the  different  forms  of  ownership  or  credit 
obligation  under  which  it  is  held.  But  the  prospect  of 
a  receivership  may  have  a  very  decisive  effect  on  the 
immediate  policy  of  any  business  manager,  tho  it  works 
in  devious  ways  that  are  hard  to  fit  into  any  formula. 
Under  one  set  of  circumstances  it  mi^t  operate  to 
check  price-cutting  and  under  other  conditions  it  might 
precipitate  a  war.  A  producer  whose  solvency  is  in  no 
immediate  danger  will  be  loth  to  be^  a  struggle  which 
may  end  by  sending  prices  no  one  knows  how  low.  He 
will  rather  bear  the  evils  that  he  has  than  fly  to  others 
that  he  knows  not  of ,  and  will  allow  his  plant  to  run  at 
part  capacity.  But  the  dangerous  man  is  the  one  who 
cannot  adopt  the  Fabian  policy  without  defaulting  pay- 
ment of  his  obligations.  Perhaps  his  running  expenses 
are  high  or  he  has  mortgaged  his  property  too  heavily, 
or,  worse  still,  he  is  called  on  to  repay  short-time  loans 
which  he  has  counted  on  being  able  to  renew.  In  such 
a  situation  he  cannot  weigh  the  chances  of  retaliation; 
the  prospect  of  renewed  prosperity  in  a  few  years  has  no 
meaning  for  his  present  need.  He  will  not  even  be 
deterred  by  the  uncertainty  whether  he  can  enlarge  his 
sales  fast  enough  to  save  himself,  any  more  than  the 
uncertainty  whether  he  can  swim  ashore  or  not  will 
deter  a  man  from  jumping  into  the  Winter  if  his  boat  is 
sinking. 

If  we  can  generalize  at  aU  as  to  this  situation,  it  must 
be  in  uie  most  indefinite  terms.  We  may  &ay  that  if  the 
most  efficient  producers  have  borrowed  coitservatively, 
and  the  least  efficient  have  been  more  reckless,  the  latter 
may  go  into  receivers'  hands  without  involving  the 
leading  establishments  in  anything  that  would  amount 
to  cut-throat  warfare.  But  if  there  are  among  the 
efficient  some  who  have  used  credit  incautiously,  the 
liability  to  heavy  price-cutting  is  much  increased. 
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especially  if  the  plants  of  less  technical  efficiency  have 
avoided  the  financial  drag  of  heavy  fixed  interest 
charges. 

It  is  thus  not  possible  to  say  definitely  that  the 
behavior  of  prices  is  governed  solely  by  the  extent  to 
which  the  demand  has  fallen  off.  But  it  is  none  the  less 
obvious  that  this  fact  is  the  prime  cause  at  work,  and 
that  those  industries  will  suffer  the  greatest  losses  in 
which,  beside  the  fact  of  highly  specialized  equipment, 
there  are  great  fluctuations  of  demand.  Probably  the 
greatest  fluctuations  occur  in  the  demand  for  durable 
capital  goods,  while  luxuries  take  second  place. 

A  further  disturbance  confronts  us  when  we  realize 
that  the  rock-bottom  prices  may  not  be  made  on  all  of 
the  output,  but  higher  ones  may  be  charged  in  such 
sheltered  nooks  of  the  market  as  are  not  open  to  the  full 
fury  of  the  competitive  struggle.  Discrimination  is  one 
normal  result  of  these  conditions,  wherever  the  nature 
of  the  product,  the  situation  of  markets,  and  the  legal 
and  ethical  standards  of  business  conduct  are  such  as  to 
permit  it.  However,  as  it  depends  on  some  parts  of  the 
market  being  sheltered,  and  so  not  fully  competitive,^ 
we  are  justified  in  excluding  it  from  our  type-case  and 
giving  it  separate  treatment. 

We  may  note  in  passing,  however,  that  the  smaller 
the  proportion  of  his  business  that  is  exposed  to  cut- 
throat competition,  the  more  free  a  producer  is  to  cut 
prices  without  fear  of  bankruptcy.  If  his  necessary 
interest  charges  are  a^usured  by  customers  for  whose 
business  he  need  not  fight,  he  may  cut  prices  freely  to 

1  This  doM  not  imply  anything  worthy  the  name  of  monopoly;  merely  local  dif- 
ferential advantacee  of  one  tort  or  another,  chiefly  due  to  f leisht  rates.  These  might 
be  brought  under  the  general  theoiy  of  competitive  price  on  the  prindple  that  active 
competition  at  Kokomo  means  potential  competition  at  Pittsburg  with  the  handicap 
of  transportation  costs  weakening  its  effect.  If  tlie  Kokomo  price  is  a  eat-throat  price, 
the  Pittsburgh  price  may  yield  more  or  less  than  a  fair  average  return  to  the  Pittsburgh 
producer,  depending  on  the  amount  of  protection  the  costs  of  carriage  a£f ord  him. 
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get  other  business,  down  to  the  level  of  variable  ex- 
penses. But  if  his  competitor  is  less  fortunate,  and  is 
forced  to  compete  actively  for  all  or  most  of  his  trade, 
he  cannot  cut  prices  as  low  as  this  without  going  bank- 
rupt, unless  he  happens  to  be  entirely  out  of  debt. 
Thus  size  is  an  advantage,  apart  from  productive 
efficiency,  and  a  big  concern  may  drive  to  the  wall  a 
smaller  one  which  is  equally  efficient,  without  ever 
cutting  prices  so  low  that  they  yield  no  return  over  the 
variable  expenses  of  the  business;  for  the  smaller  pro- 
ducer, whose  costs  may  be  just  as  low,  cannot  afford  to 
cut  prices  all  the  way  down  to  them.  In  view  of  these 
facts,  the  statement  that  the  "  trust  loses  money  in  one 
place  and  makes  it  up  in  another  "  is  hardly  an  accurate 
description,  as  the  trust  may  not  be  really  losing  money 
anywhere,  merely  charging  what  the  traffic  will  bear  at 
every  point. 

To  sum  up,  then :  the  extent  of  price-cutting  depends, 
among  other  things,  on  the  variability  of  the  demand, 
the  situation  of  both  weak  and  strong  producers  with 
regard  to  credit  obligations,  and  the  nature  of  the  prod- 
uct —  whether  such  that  competition  centers  chiefly 
in  price,  or  in  advertising,  salesmenship  and  the  build- 
ing up  of  "  good  will."  In  fact,  it  depends  on  so  many 
things  that  it  appears  hardly  worth  while  attempting 
to  generalize  further  than  to  indicate  the  determining 
factors,  leaving  any  special  cases  to  be  studied  with 
whatever  aid  these  general  guide-posts  may  furnish. 

So  far  as  active  competition  goes,  then,  prices  would 
seem  to  be  indeterminate  between  the  two  levels  sug- 
gested. It  will  be  noted  that  this  indefiniteness  van- 
ishes if  the  element  of  specialized  capital  invested  for 
the  business  as  a  whole  be  eliminated.  As  this  disturb- 
ing element  gets  smaller,  the  two  levels  approach  each 
other,  meeting  in  those  rare  cases  usually  taken  as 
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points  of  departure  in  considering  the  law  of  price, 
viz:  those  in  which  unit  costs  are  calculable,  and  either 
uniform  or  else  governed  by  the  law  of  diminishing 
returns. 

But  if  normal  competitive  price  is  indeterminate  over 
a  zone  which  lies  entirely  below  the  level  of  expense  of 
production,  how  can  business  continue  ?  In  the  first 
place  all  that  is  claimed  is  that  if  price  does  go  above  this 
level,  that  fact  starts  in  motion  a  force  acting  to  lower 
it ;  a  force  that  necessarily  takes  time  to  work  and  might 
be  prevented  from  ever  attaining  its  result  if  progress 
went  on  without  a  check.  Progress  —  growth  of 
demand  and  improvements  lowering  expenses  —  is  one 
saving  grace  in  the  situation.  And  it  must  also  be 
remembered  that  so  far  we  have  only  considered  a  state 
of  ideally  (or  fiendishly)  active  competition,  which  is 
far  from  representing  accurately  the  real  state  of  busi- 
ness in  these  days  of  cosmopolitan  friendships  and 
long-distance  telephones. 

Agreements  and  Potential  Competition 

In  practice,  we  observe  that  mills  begin  running  on 
part  capacity  long  before  prices  reach  the  low  level  sug- 
gested as  a  minimum  limit.  And  we  also  hear  of  secret 
agreements,  while  tacit  understandings  are  matters  of 
common  knowledge.  In  the  steel  industry  there  were 
the  "  Gary  dinners,"  intended  to  meet  the  danger  of 
cut-throat  competition  in  a  business  whose  producing 
capacity  cannot  help  being  in  eiKcesa  of  the  demand  (at 
reasonable  prices)  for  a  considerable  part  of  the  time. 
And  before  that  there  were  "  imwritten  laws  "  against 
using  idle  capacity  to  invade  the  field  of  competitors. 
The  indefinite  nature  of  such  practices  defies  deductive 
analysis,  while  the  many  disturbing  elements  preclude 
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accurate  inductive  tests.  But  the  observer  gains  — 
shall  we  call  it  an  impression  ?  —  that  these  things  are 
becoming  more  definite,  r^ular  and  recognized,  result- 
ing in  a  condition  that  is  hardly  active  competition,  a 
condition  in  which  the  real  check  on  prices  is  that  force 
to  which  the  name  ^'  potential  competition  "  has  been 
given.  This  not  merely  in  the  case  of  trusts,  but  as  a 
normal  thing  in  the  field  of  general  industry. 

Is  the  effect  of  potential  competition  any  'more 
definite  than  that  of  the  active  variety  ?  Provisionally, 
we  may  say  that  so  far  as  it  operates  at  all,  it  tends  to 
eliminate  profits  save  to  producers  whose  methods  are 
at  least  reasonably  efi^cient.  The  expense  of  establish- 
ing a  new  enterprise  as  a  ''  going  concern  "  is  a  handi- 
cap, which  will  always  serve  to  weaken  the  force  of 
potential  competition  and  so  protect  the  profits  of  the 
most  efiScient  producers  already  in  the  business.  There 
are  reasons  for  believing,  also,  that  a  system  of  agree- 
ments checked  by  potential  competition  may  not 
always  prove  the  most  effective  guarantee  of  increasing 
what  efficiency  we  possess.  Together  with  an  obvious 
stimulus  to  improvements,  it  may  also  involve  quite 
serious  wastes. 

Latent  competition  must  lose  most  of  its  force  unless 
it  sometimes  become  actual.  No  proverb  says  that  the 
child  who  is  told  that  his  older  brother  was  burnt, 
dreads  the  fire.  But  what  if  these  bursts  of  active 
competition  end  in  merely  initiating  one  new  memb^ 
into  the  circle  and  again  agreeing  on  prices  that  will 
prevent  any  new  intrusions  for  the  time  being  ?  If  the 
old  price  was  higher  than  active  competition  would 
have  brought  about,  there  must  have  been  some  spare 
capacity  already  in  the  business  —  a  condition  which 
the  new  arrival  would  a^^vate  without  suffering 
from  the  painful  corrective  of  a  disastrous  faU  in  prices. 
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If  periodical  over-investment  is  normal  to  a  state  of 
active  competition,  may  not  over-investment  in  such  a 
case  as  this  be,  not  periodical,  but  chronic  ?  In  this 
new  state  there  is  little  room  for  elimination  of  the  unfit 
save  in  the  most  extreme  cases.  But  there  is  no  surer 
guarantee  of  inefficiency  than  a  considerable  number  of 
producers,  all  working  at  part  capacity  and  all  earning 
at  least  interest  on  tiieir  investment.  And  this  is  a 
kind  of  inefficiency  of  which  the  prospective  competitor 
could  take  no  advantage  for  it  does  not  spring  from  poor 
facilities  for  production,  but  from  a  wastefully  large 
amount  of  them.  Tho  the  existing  plants,  as  run,  are 
inefficient,  no  new  enterprise  could  hope  to  be  less  so. 
In  such  circumstances  is  it  not  more  nearly  correct  to 
say  that  the  expense  of  production  is  raised  to  meet  the 
price,  rather  than  the  price  lowered  to  the  level  of  the 
expense  of  production  7 

This  form  of  waste  probably  has  its  best  chance  to 
operate  subtly  in  mercantile  business.  Any  one  can  tell 
if  a  factory  is  running  on  part  time  or  running  only  part 
of  its  machines,  and  such  a  condition  warns  off  possible 
invaders,  but  it  is  not  equally  obvious  whether  or  not 
the  middleman's  rooms  and  office  force,  and  his  facilities 
for  handling  and  storing  his  stock,  are  being  worked  up 
to  their  full  capacity.  The  retiuler's  capacity  is  per- 
haps even  more  elastic,  and  the  entrepreneur's  own  time 
represents  a  general  outlay  which  is  usually  important 
and  is  equally  necessary  for  a  small  or  a  large  volume 
of  business. 

Moreover,  understandings  as  to  prices  are  supposed  to 
be  particularly  prevalent  among  middlemen,  while  the 
relatively  small  capital  needed  to  enter  such  business 
makes  it  especially  easy  for  new  competitors  to  enter. 
Wherever  the  manufacturer  succeeds  in  fixing  the  final 
selling  price  and  the  dealers'  margins,  we  have  a  situa- 


Digitized  by 


Google 


770  QUARTERLY  JOURNAL  OF  ECONOMICS 

tion  admirably  calculated  to  multiply  the  mmober  ci 
dealers  competing  for  sales  at  these  fixed  margins  until 
eamingB  are  reduced  to  a  normal  level  by  reducing  the 
dealers'  average  turnover.  The  American  middleman 
is  just  now  the  target  of  the  most  serious  accusations  of 
inefficiency,  beside  which  railroad  rates  and  even  crude 
farming  methods  sink  into  insignificance.  Can  these 
facts  have  any  connection  with  each  other,  and  if  so,  is 
this  a  case  in  which  agreements  have  resulted  in  over- 
crowdii^  the  business  with  competitors  and  so  reducing 
efficiency  all  around  ? 


Conclusion 

Summarizing  now  the  main  points  in  the  foregoing 
argument,  we  may  say  that  under  dynamic  (or  actual) 
conditions,  competitive  price  need  not  normally  tend 
to  equal  expense  of  production,  but  may  differ  from  it 
by  some  fairly  definite  amount.  And  we  have  seen 
that  there  may  be  different  marginal  expenses  of  pro- 
duction and  different  marginal  producers  corresponding 
to  different  lengths  of  time  covered  by  the  study  in 
question.  Taking  fluctuations  of  demand  as  part  of  the 
^^  normal  "  data  of  dynamic  economics,  and  interpreting 
''  marginal  expense  "  and  '^  normal  price ''  in  terms  of  a 
length  of  time  no  greater  than  the  usual  run  of  these 
business  cycles,  certain  conclusions  as  to  ^^  normal 
price  "  were  reached.  Price  tends  to  equal  the  expenses 
of  production  only  if  demand  grows  continuously  or 
if  the  expenses  are  none  of  them  ''  fixed."  In  general, 
normal  price  under  active  competition  is  anything 
from  the  amount  needed  to  cover  total  expenses  in 
marginal  establishments  down  to  the  level  of  ''  prime '' 
or  variable  costs  to  the  more  efficient  producers. 
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However,  the  typical  condition  in  businesses  of  large 
fixed  investment  is  not  one  of  ''  active  competition  " 
in  the  strict  sense,  but  is  coming  to  be  more  and  more  a 
condition  of  tacit  understandings  if  not  agreements,  in 
which  the  true  force  governing  prices  is  that  of  "  poten- 
tial competition/'  The  latter  does  tend  to  bring  the 
level  of  prices  to  the  level  of  the  total  outlay  involved  in 
production,  but  the  combination  seems  likely  to  pro- 
duce a  certain  amount  of  waste.  With  either  kind  of 
competition  there  is  normally  a  temptation  to  discrimi- 
nation to  be  dealt  with  in  times  of  slack  demand,  so 
long  as  there  is  a  fixed  capital  investment  to  be  remun- 
erated. 

Admitting  that  discrimination  may  still  best  be 
treated  as  a  variation  from  tjrpe  in  competitive  business, 
especially  as  the  law  seems  to  be  taking  a  more  and  more 
decided  stand  against  it,  may  not  the  other  disturbances 
here  treated  be  absorbed  into  the  general  statement  of 
the  law  of  competitive  price  ?  One  incidental  result 
would  be  to  throw  new  emphasis  on  the  study  of  poten- 
tial competition  and  the  need  of  better  and  more 
systematized  knowledge  of  its  operation  and  eflfect  — 
a  need  which  at  present  is  becoming  increasingly 
evident. 

J.  M.  CuiRK. 
Amhsbst  Collegb. 
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LATER  DEVELOPMENTS  IN  THE  UNION 
PACIFIC  MERGER  CASE 

SUMMARY 

First  attempt  to  diasolve  the  combination  of  the  Harriman  lines,  772. 

—  Opinion  of  the  Supreme  Court,  773.  —  Second  unmerging  plan,  774. 

—  Difficulties  enooimtered  in  separating  the  Southern  Pacific  from  the 
Central  Pacific,  775.  —  Attitude  of  the  Pacific  Coast,  778.  —  The  State 
Railroad  Commission  of  California  refuses  to  approve  proposed  leasei 
and  other  contracts  in  California,  785.  —  Modified  version  of  the  second 
unmerging  plan,  786.  —  Third  plan  successful,  787.  —  Distribution  of 
Baltimore  and  Ohio  Stock,  789.  —  Final  outcome  of  the  prooeediii0s^ 
790. 

In  an  article  in  this  Journal  for  February,  1913,  tbe 
writer  discussed  the  decision  of  the  Supreme  Court  in 
the  Union  Pacific  Merger  Case.  Since  that  time  that 
have  been  developments  which  justify  mention.  It 
will  be  recalled  that  the  decree  of  the  Supreme  Court  in 
the  decision  of  December  2, 1912,  called  upon  the  Union 
Pacific  to  divest  itself  of  the  ownership  of  the  Southern 
Pacific,  altho  it  declared  that  nothing  in  the  Court's 
instructions  was  to  be  construed  as  preventing  the 
Union  Pacific  from  retaining  the  Central  Pacific  prop- 
erty from  Odgen  to  San  Francisco.  In  response  to 
this  decision  the  Union  Pacific  immediately  prepared 
to  distribute  its  Southern  Pacific  holdings  among  its 
own  individual  stockholders.  The  action  was  in  ac- 
cordance with  precedent  in  the  Northern  Secuiities, 
Standard  Oil,  and  Powder  cases,  and  there  was  some 
hope  that  it  would  be  approved,  in  spite  of  the  opposi- 
tion of  the  Attorney-General.^     As  it  turned  out,  the 

>  The  AttonMr-Genenl  derired  tlwt  the  shares  be  distributMl  smonc  the  lioldenor 
Southern  Pftdftc  stoek  as  wdl  as  among  holders  of  Union  Paeifio  stock.     BsfMrtsnT 
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hope  was  without  foundation.  When  the  matter  was 
submitted  to  it  in  December,  1912,  the  Supreme  Court 
curtly  declared  the  plan  inadmissible.  ''  The  ultimate 
determination  of  the  affairs  of  a  corporation/'  said 
the  Court,  ^'  rests  with  its  stockholders  and  arises  from 
their  power  to  choose  the  governing  board  of  directors. 
After  such  distribution  as  is  now  proposed,  the  stock- 
holders of  the  Union  Pacific  Company  may  dominate 
and  control  not  only  the  Union  Pacific  Company  but 
the  Southern  Pacific  Company  as  well.'' 

This  decision  made  it  necessary  to  revise  the  original 
project  completely.  At  the  same  time  the  insistence 
of  the  Attorney-General  that  the  Southern  Pacific 
should  dispose  of  the  Central  Pacific  made  it  seem  ad- 
visable to  avoid  further  litigation  by  including  a  trans- 
fer of  the  Central  Pacific  Railway  to  the  Union  Pacific 
in  the  dissolution  plan.  The  step  was  taken  reluc- 
tantly. It  appears  that  the  question  was  referred  to 
eminent  counsel,  and  that  the  Southern  Pacific  agreed 
to  sell  only  when  it  had  become  convinced  that  the 
Central  Pacific  could  not  be  retained,  and  on  the  assur- 
ance that  the  Attorney-General  would  bring  pressure  to 
bear  upon  the  Union  Pacific  in  order  to  compel  that 
company  to  offer  a  satisfactory  price.^  There  is  some 
reason  to  believe  that  the  Union  Pacific  was  more  eager 
to  buy  than  the  Southern  Pacific  was  to  sell.  Whatever 
the  preference  of  the  parties,  the  result  of  the  negotiar 
tions  appears  in  the  second  unmerging  plan,  approved 
by  Southern  and  Union  Pacific  directors  on  February  6, 
1913.  This  plan  had  also  the  sanction  of  the  Attorney- 
General.'    The  Union  Pacific  now  proposed  to  sell  the 

Tranwsript  of  Tettimony  in  Application  409  before  the  State  Railroad  ComnuMion  of 
California,  pp.  16^150,  Sproule,  referred  to  hereafter  aa  "  Transcript  of  Teitimooy." 
See  alao  a  statement  by  the  Attorney-General  in  New  York  Journal  of  Commeroe, 
December  19, 1912. 

>  Transeript  of  Testimony,  pp.  162-164, 195,  Sprouk;  pp.  32-33,  LoreU. 

<  New  Yotk  Journal  of  Commerce,  February  10, 1913. 
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1,266,500  flharescrf  Southern  Pacific  stock  in  the  tiea»* 
tuy  <rf  the  Qr^on  ERuxrt  line  to  stockhddos  both  <rf 
the  Southern  Pacific  and  of  the  Union  Pacific  Com- 
panies. With  the  proceeds  of  S84,675,500  of  this  stock, 
less  commissioDS  and  syndicate  expenses,  together  with 
$14,065,441  in  cash  and  $5,449,000  in  Southern  Pacific 
bonds,  it  offered  to  buy  the  672,755  shares  of  Central 
Pacific  common  and  the  174,000  shares  of  Central 
Pacific  preferred  owned  by  the  Southern  Pacific  Com- 
pany. The  price  suggested  was  therefore  in  the  nei^- 
borhood  of  $104,000,000,  which  was  approximately  the 
cost  at  which  the  stock  stood  upon  the  Southern  Pacific 
books.  Judge  Lovett  has  said  that  he  never  expected 
to  give  so  much,^  and  in  fact  a  price  equivalent  to  $123 
a  share  seems  liberal  in  view  of  the  quotations  of  other 
six  per  cent  stocks  at  the  time.  The  responsibility  for 
the  Central  Pacific  funded  debt  of  approximately  $200,- 
000,000  was  assumed  by  the  Union  Pacific.  This  occa- 
sioned no  distiu*bance  of  outstanding  securities,  except 
in  the  case  of  the  Central  Pacific  f oiu*  per  cent,  35-year 
Eiu*opean  loan  of  1911.  Unfortunately,  however,  cer- 
tain clauses  in  the  indent\u*e  covering  this  issue  caused 
a  good  deal  of  trouble.  The  loan  was  for  250,000,000 
francs,  and  had  been  floated  in  France  in  March,  1911. 
It  was  guaranteed  by  the  Southern  Pacific  and  was  se- 
cured further  by  collateral.  In  order  to  protect  their 
clients  the  French  bankers  who  handled  the  issue  had 

>  Aoeordinc  to  Jud^e  Lovett  the  Central  Pacific  was  not  likely  to  be  aa  valuable  to 
the  Union  Pacific  aa  it  had  been  to  the  Southern  Pacific  because  the  latter  company 
would  divert  traffic  to  the  Sunaet  Route.  (Transcript  of  Testimony,  pp.  50-^62,  Lovett.) 
Only  the  grant  of  certain  preferential  rights  in  California  and  tlie  fact  that  the  Southern 
Paoifio  stock  owned  by  the  Union  Pacific  was  tied  up  pending  settlement  induced  him 
to  consent.  (Transcript  of  Testimony,  p.  62,  Lovett.)  Mr.  Schlacks,  Vice-President 
of  the  Western  Pacific,  on  the  other  hand,  thought  the  Central  Pacific  a  bargain  at 
$104,000,000.  He  asserted  that  tins  sum,  after  adding  outstanding  bonds  and  deduct- 
ing treasury  assets,  srielded  a  price  of  about  $100,000  per  mile,  which  was  about  what  the 
Western  Pacific  had  cost  to  date.  The  Central  Pacific,  however,  had  larger  facilities 
than  the  Western  Pacific,  better  equipment,  and  a  more  fully  developed  territory. 
(Tnmseript  of  Testimony,  pp.  817-318,  Sohlftcks.) 
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stipulated  that  the  Southern  Pacific  should  not  sell  or 
pledge  its  holdings  of  stock  in  certain  specified  subsid- 
iary companies,  including  the  Central  Pacific,  during 
the  life  of  the  bonds,  nor  lease,  sell  or  merge  the  proper- 
ties named  without  their  consent.  Just  one  alternative 
was  given:  namely,  that  if  the  consent  of  the  bankers 
was  asked  and  refused,  the  Southern  Pacific  n^ght  after 
forty  days  declare  the  entire  issue  due  and  payable  at 
the  next  interest  date.^  When  the  Southern  Pacific 
decided  to  sell  the  Central  Pacific  it  found  these  clauses 
in  the  way.  An  issue  of  refunding  bonds  could  not 
have  been  sold  early  in  1913  except  at  a  heavy  discount. 
In  an  attempt  to  secure  the  French  bankers'  consent  to 
the  separation  of  the  Southern  and  the  Central  Pacific, 
the  Union  Pacific  oflfered  to  give  its  own  guarantee 
for  the  security  of  the  European  loan  and  to  substitute 
Union  Pacific  for  Southern  Pacific  collateral.  When 
this  proved  insufficient,  it  proposed  a  lease  of  the  Cen- 
tral Pacific  to  the  Union  Pacific,  and  for  these  reasons 
such  a  lease  became  a  feature  of  the  second  unmerging 
plan.* 

It  was  originally  intended  to  pay  for  the  Central 
Pacific  stock  by  transferring  to  the  Southern  Pacific 
$84,675,500  of  Southern  Pacific  stock  held  by  the  Union 
Pacific,  along  with  the  cash  and  bonds  previously  re- 
ferred to.  But  the  fact  that  the  Southern  Pacific  was  not 
permitted  to  purchase  its  own  stock  imder  its  charter, 
nor  reduce  its  capital  except  in  the  manner  prescribed 
by  Kentucky  statutes,  made  the  exchange  impossible.' 
The  price  at  which  the  Southern  Pacific  stock  was  offered 
to  stockholders  was  98.67  plus  accrued  dividends,  and  the 
sale  was  imderwritten  at  the  same  price  by  a  syndicate 

1  Artide  m.  Sect.  8  of  the  indenture  dated  March  1. 1911. 
>  Traneeript  oi  Tertnnonjr,  pp.  28-81,  Lovett. 
•  Ibid..p.  11.  LoTett. 
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managed  by  Etthn,  Loeb  &  Co.^  An  essential  feature 
of  this  plan  was  the  grant  of  superior  subscription  rights 
to  Southern  Pacific  stockholders.  That  is  to  say^  the 
holder  of  every  four  shares  of  stock  of  the  Union  Pacific 
was  given  the  right  to  subscribe  for  one  Southern  Pacific 
share^  but  the  holder  of  every  three  shares  of  Southern 
Pacific  stock  was  to  have  the  right  to  subscribe  for  a 
similar  amount.  The  preference  thus  accorded  South- 
em  Pacific  stockholders  was  deliberately  intended  to 
diminish  the  influence  of  the  Union  Pacific  in  the  South- 
em  Pacific,  by  giving  shareholders  of  the  former  a 
smaller  holding  of  Southern  Pacific  stock  than  they 
would  normally  have  acquired.  On  the  assumption 
that  all  stockholders  availed  themselves  of  their  sub- 
scription rights  the  stockholders  of  the  Southem  Pacific 
would  have  owned  71  per  cent  of  its  capital  stock  after 
the  unmerging  was  completed,  while  those  of  the  Union 
Pacific  would  have  held  only  29  per  cent. 

It  was  realized  at  once  by  those  familiar  with  con- 
ditions in  the  West  that  the  proposed  separation  of  the 
Central  Pacific  from  the  Southem  Pacific  raised  prob- 
lems of  unusual  complexity.  The  two  systems  have 
been  treated  as  a  unit  since  very  early  days.  They  were 
originally  financed  by  the  same  parties,  have  been  oper- 
ated as  a  unit  in  the  same  interest,  have  used  the  same 
equipment,  and  have  drawn  on  the  same  fimds  for  ex- 
tensions and  improvements.  The  accompanying  map 
will  show  how  hopelessly  intertwined  their  mileage  ha3 
become.  The  Central  Pacific  in  all  the  years  since  it 
was  first  built  has  never  entered  San  Francisco  over  its 
own  rails,  nor  reached  any  port  along  the  Pacific  Coast 
such  as  San  Diego,  San  Pedro,  Santa  Barbara,  Monte- 
rey, or  Santa  Cruz.  It  does  not  even  possess  the  short 
line  from  Sacramento  to  Oakland,  but  controls  only  a 

>  Cf .  TkttDseript  ol  Testimony,  p.  108,  Loveti. 
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round-about  route  via  Tracy  and  Niles.  On  the  other 
handy  the  Qr^on  lines  are  dependent  upon  the  Central 
Pacific  for  connection  with  the  Southern  Pacific  in  Cali- 
fornia, and  a  quantity  of  Southern  Pacific  branches  such 
as  those  from  Raymond  to  Berenda,  and  Lodi  to  Valley 
Springs,  are  totally  separate  from  the  company  which 
built  them. 

The  situation  at  the  Oakland  terminal  is  especially 
complicated.  The  ferry-boats  which  connect  San 
Francisco  with  the  western  end  of  the  main  transconti- 
nental line  at  Oakland  are  owned  by  the  Central  Pacific 
Railway.  The  pier  at  which  these  boats  dock  is  held 
by  the  Southern  Pacific  Company  under  a  fifty  year 
lease  from  the  City  of  Oakland  that  expires  in  1960. 
The  steam  railroad  tracks  upon  the  pier  are  owned  by 
the  Central  Pacific  Railway.  For  a  space  of  something 
over  1300  feet  east  from  the  line  of  low  tide  these  Central 
Pacific  tracks  pass  over  land  owned  in  fee  simple  by  the 
Southern  Pacific  Company,  to  arrive  at  property  sold 
by  the  old  Contract  and  Finance  Company  to  the  Cen- 
tral Pacific  Railroad  in  1872.  Beyond  this,  trains  are 
operated  over  land  held  by  the  Western  Pacific  Railroad 
Company  under  an  easement  whichdates  from  1870;  and 
beyond  this  still  comes  land  which  the  Western  Pacific 
Railroad  Company  owns  outright  under  deed  of  sale  of 
1874.^  Until  two  or  three  years  ago  the  railroad  officials 
themselves  were  ignorant  of  the  extent  of  the  tangle 
to  which  long  continued  common  management  of  the 
Southern  Pacific  and  the  Central  Pacific  had  given  rise. 

In  view  of  this  mingling  of  ownership  a  certain  num- 
ber of  mutual  concessions  formed  a  necessary  part  of 
the  plan  to  separate  the  Southern  and  the  Central 
Pacific  companies.     These  may  be  listed  as  follows: 

>  The  WMtem  Paoifio  Railroad  Company  whieh  built  the  orisiiial  line  from  Saera- 
BMnto  to  Oakland  ehoiild  not  be  eonf uaed  with  the  Weatem  Padfie  Railway  eontralled 
bytheOooldi 
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(1)  The  lease  for  999  years  by  the  Central  Pacific  of 
its  line  of  railroad  from  Tehama^  California,  to  the  Ore- 
gon boundary,  to  the  Southern  Pacific  Railroad  Com- 
pany at  an  annual  rental  of  5  per  cent. 

(2)  The  sale  by  the  Central  Pacific  to  the  Southern 
Pacific  Railroad  Company  of  the  line  of  railroad,  now 
partly  completed,  from  Weed,  in  Siskiyou  Coimty, 
California,  to  Natron,  Oregon. 

(3)  The  lease  for  999  years  by  the  Southern  Pacific 
and  the  Southern  Pacific  Railroad  Company  to  the 
Central  Pacific  of  its  line  of  railroad  from  Sacramento 
by  way  of  Benicia  to  Oakland  at  an  annual  rental  of 
2\  per  cent.  This  lease  was  to  give  to  the  lessee  an 
equal  joint  use  with  the  Southern  Pacific  Company  and 
no  other  line  was  to  be  admitted  to  joint  use  without 
the  permission  of  the  Central  Pacific. 

(4)  The  lease  for  999  years  by  the  Southern  Pacific 
and  Central  Pacific  to  one  another  of  the  joint  use  of 
their  respective  terminals,  including  industry  tracks,  at 
all  junctions  of  their  respective  lines  within  city  limits. 

(5)  The  lease  for  999  years  by  the  Southern  Pacific 
Railroad  Company  and  the  Southern  Pacific  to  the 
Central  Pacific  of  trackage  and  running  rights  over  the 
lines  of  the  former  companies  between  Redwood  City 
and  San  Francisco,  for  through  freight  trains  only,  at 
an  annual  rental  of  5  per  cent.^ 

In  addition  the  leases  of  the  Central  Pacific  and  allied 
lines  held  by  the  Southern  Pacific  were  cancelled  as  a 
matter  of  course. 

Under  these  arrangements  the  plan  was  not  impracti- 
cable. The  whole  scheme,  however,  had  to  face  deter- 
mined opposition  on  the  Pacific  Coast.'  This  was  based 
on  the  foUowing  considerations. 

1  In  the  matter  of  the  Application  of  Central  Paeifie  RaiHray  Company  et  al.  De- 
oidon  No.  477.     Raiboad  Commimaon  of  California,  p.  6. 

*  See,  for  example,  the  San  Franoiioo  Chronlole  of  February  6.  1914. 
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In  the  first  place,  it  was  alleged  that  the  breaking  up 
of  one  system  into  two  would  impair  service  and  in« 
crease  rates  on  local  business.  This  traffic  is  heavy.  It 
includes  shipments  of  fruit  from  orchards  to  canneries, 
oil  from  the  interior  and  coal  from  the  seaports  to  con- 
suming points  all  over  the  state,  limiber  from  Northern 
California  and  Oregon  to  the  south,  dairy  products 
from  the  country  to  the  cities,  and  merchandise  in  the 
contrary  direction.  It  is  observed  by  shippers  that 
freight  moving  from  a  station  on  one  system  to  a  station 
on  another  already  takes  materially  longer  than  freight 
sent  an  equal  distance  over  one  line.  Similar  differ* 
ences  exist  in  passenger  service.  The  rate  expert  for 
the  State  Railroad  Commission  has  pointed  out  that 
trains  to  Bakersfield  which  move  through  Tracy, 
Lathrop,  Modesto,  Merced,  Fresno  and  Goshen,  using 
the  Central  Pacific  to  Goshen  and  the  Southern  Pacific 
beyond  that  town,  would  be  sent  through  Tracy,  Her- 
man, Fresno,  and  Exeter,  or  through  Tracy,  Kerman, 
and  Goshen,  if  restricted  to  the  use  of  Southern  Pacific 
tracks  alone.^  The  particular  example  is  badly  chosen, 
in  that  the  short  line  mileage  from  Tracy  to  Bakers- 
field  over  the  Southern  Pacific  is  only  six  miles 
greater  than  the  mileage  of  the  combined  Southern 
Pacific-Central  Pacific  route.  Yet  some  disadvantages 
there  may  be.  Even  a  cursory  study  of  the  location  of 
the  Harriman  lines  in  California  shows  that  Central 
Pacific  points  on  the  east  side  of  the  San  Joaquin  valley 
are  likely  to  find  their  connection  with  San  Francisco 
impaired  by  a  division  of  the  system  into  two  parts,  and 
that  Southern  Pacific  points  such  as  Armona  or  Kerman 
will  be  unable  to  reach  Santa  Cruz  or  Monterey  as 
easily  as  before.  Nor  can  there  be  any  assurance  that 
service  which  is  more  expensive  to  render  will  not  be 

>  Transeript  of  Tettimony,  pp.  425-426,  Sanborn. 
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sold  at  a  higher  price.  Mr.  Sproule,  indeed,  pledged 
his  company  to  oppose  an  mcrease  m  charge  due  to 
conditions  arising  out  of  the  separation  of  the  Southern 
Pacific  and  the  Central  Pacific;  ^  but  such  a  pledge  is 
unsatisfactory  security  when  greater  costs  are  con- 
stantly tending  to  produce  higher  rates. 

Many  people  also  believed  that  the  separation  of  the 
Southern  Pacific  and  the  Central  Pacific  would  not  in- 
crease competition  on  interstate  business  to  any  notice- 
able extent.  It  was  the  opinion  of  the  State  Railroad 
Commission  that  the  Southern  Pacific  would  be  so 
weakened  by  the  loss  of  its  feeders  in  Central  California 
and  by  the  passing  of  the  line  from  Oakland  to  Ogden 
from  its  control  that  it  would  be  imable  to  meet  the 
Central  Pacific  north  of  the  Tehachapi  on  equal  terms.* 
Doubtless  the  chief  consideration  here  was  the  fruit 
traffic.  Most  of  the  oranges  from  points  north  of 
Fresno  now  move  via  Ogden  and  will  continue  to  do  so. 
The  same  is  true  of  the  deciduous  and  citrus  fruit 
from  Northern  California.  Mr.  Sanborn  of  the  Com- 
mission's staff  has  testified  that  most  of  the  fruit,  de- 
ciduous and  citrus,  originating  north  of  the  Tehachapi, 
would  use  the  Central  Pacific  rather  than  the  Southern 
Pacific  if  the  present  combination  were  broken  up.* 
The  Southern  Pacific  would  suffer  from  the  loss  of  this 
profitable  traffic,  and  would  be  subject,  in  addition,  to 
peculiarly  severe  competition  from  the  Panama  Canal 
on  the  business  that  was  left.  Certain  clauses  in  the 
mutual  concessions  of  the  Central  Pacific  and  the  South- 

>  TmuoriDt  of  Teatbnony,  pp.  162-156,  Sproule. 

*  **  The  Central  Pftoifie  would  bAve  a  line,'*  the  CominlflBioii  nid. "  into  ell  the  points 
■ottth  of  Tehama  of  importance  except  perhaps  Woodland,  and  as  far  down  the  state  as 
Goshen.  It  would  come  into  San  Frandaoo  over  the  Benlcia  route  and  would  be  able 
to  CO  in  by  way  of  the  narrow  gauce  line  and  the  broad  gauce  line  from  Owenyo  to 
Mojave  covering  about  all  the  territoiy  in  the  state.*'    Transcript  of  Testimony,  p.  80, 


>  Traqseript  of  Tsfltlmony,  pp.  422-428,  Sanborn. 
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em  Pacific  seemed  also  likely  to  hinder  competition  on 
interstate  business.  This  was  particularly  true  of  the 
lease  by  the  Central  Pacific  and  the  Southern  Pacific  to 
one  another  of  the  use  of  their  respective  terminals^  in- 
cluding industry  tracks  within  city  limits,  and  the  grant- 
ing of  traffic  rights  to  the  Central  Pacific  over  the  Benicia 
line  from  Sacramento  to  Oakland.  A  well  informed  rail- 
road man  has  estimated  that  seventy-five  per  cent  of  the 
business  of  a  city  like  San  Francisco  is  handled  to  and 
from  industry  tracks  or  team  tracks,  and  only  twenty- 
five  per  cent  to  and  from  the  freight  houses.  As  a 
long-established  road,  the  Southern  Pacific  possesses 
valuable  terminals  in  and  about  San  Francisco,  Oakland, 
San  Jos6,  Fresno,  Stockton,  Sacramento,  Marysville, 
and  many  other  smaller  places.  It  follows  that  so  long 
as  the  Central  Pacific,  alone  among  transcontinental 
roads,  has  access  to  these  properties,  no  new  road  enter- 
ing California  is  likely  to  do  much  business. 

A  few  illustrations  will  show  the  difficulties  which 
a  competing  company,  the  Western  Pacific,  has  al- 
ready had  to  face.  The  Southern  Pacific  accepts  cars 
which  come  in  over  the  Western  Pacific  for  delivery  at 
Southern  Pacific  industry  tracks  in  San  Francisco, 
but  demands  7)  per  cent  of  the  Missouri  river  rate, 
amounting  to  15  per  cent  of  Western  Pacific  earnings 
on  traffic  from  the  Missouri  river,  as  compensation 
merely  for  its  switching  service.  When  the  traffic 
originates  at  competitive  points  west  of  Colorado 
common  points  the  switching  charge  becomes  $7.50 
per  car.  Thus  a  car  switched  from  an  industry  on 
a  Southern  Pacific  industry  track  at  Stockton  and 
transported  by  the  Western  Pacific  for  delivery  to  an 
indtistry  on  Southern  Pacific  tracks  at  San  Francisco 
pays  $7.50  at  each  end,  or  a  total  of  $15.00,  which 
is  as  much  as  the  carload  rate  from  San  Francisco  to 
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Stockton  on  some  classes  of  btisiness.  Nor  is  the  switch- 
ing charge  the  only  difficulty.  On  traffic  from  CJolorado^ 
Kansas,  Nebraska,  Texas,  and  Missouri  River  Terri- 
tory, which  is  deUvered  to  the  Southern  Pacific  by  the 
Western  Pacific  at  interchange  points  and  which  is 
destined  to  stations  not  served  by  the  Western  Pacific, 
the  Southern  Pacific  exacts  23  per  cent  of  the  terminal 
rate  as  a  division,  plus  any  local  arbitrary  or  rate  added 
to  the  terminal  rate  in  computing  the  charge  to  destinar 
tion.  On  traffic  from  towns  east  of  the  Missouri  Biver 
the  23  per  cent  appUes  to  the  earnings  west  of  the  river.  ^ 
Vice-President  Schlacks  of  the  Western  Pacific  has 
testified  that  the  Western  Pacific  has  to  pay  the  South- 
em  Pacific  50  per  cent  of  the  terminal  rate  plus  local 
charges  in  some  cases  in  order  to  secure  delivery  at  des- 
tination of  freight  which  the  Western  Pacific  has 
brought  to  California.^  It  is  an  interesting  fact  that 
the  Western  Pacific  received  only  54.3  per  cent  of  the 
revenue  west  of  Salt  Lake  City  during  the  six  months 
ending  in  October,  1911,  on  business  interchanged  with 
the  Southern  Pacific,  altho  it  did  91.8  per  cent  of  the 
hauling.'  Shippers  at  San  Francisco  hope  that  even- 
tually the  Chicago  and  Northwestern,  the  Biu*lington, 
the  Rock  Island,  and  other  roads  as  well  as  the  Western 
Pacific  will  build  through  to  the  coast.*  A  far-sighted 
policy  will  hold  the  way  open  to  them.  Very  much  the 
same  objections  apply  to  exclusive  use  by  one  or  two 
railroads  of  the  Benicia  cut-oflf,  that  have  force  when 

1  Memortuiduin  of  InterchAnge  Arrancementa  between  the  Southern  Pacific  Com- 
pany and  the  Western  Pacific  Railway  Company.  Application  409,  Railroad  Commia- 
■ion  of  California,  Western  Pacific  Exhibit  No.  1. 

s  Transcript  of  Testimony,  p.  295,  Sohlaoks. 

•  Application  409,  ctcpro  cii.  Western  Pacific  Exhibit  No.  4.  When  the  Haniman 
interests  prepared  the  second  unmetging  plan  they  thought  it  wise  to  provide  axplidUy 
that  existing  divisions  should  not  be  regarded  as  precedents  or  otherwise  taken  into 
aooount  in  the  adjustment  of  new  divisions  between  the  Central  and  the  Southem 
Pacific.     Transcript  of  Testimony,  p.  64,  Lovett. 

Wheeler,  Wm.  R.     Transcript  of  Testimony,  pp.  405--406. 
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free  access  to  San  Francisco  industry  tracks  is  under 
discussion.  The  cut-off  is  a  short  line  between  Sacra- 
mento and  Oakland  which  has  reduced  the  distance 
between  the  cities  40  miles,  and  the  time  for  passenger 
trains  about  two  hours.  It  is  not  used  for  freight,  but 
it  affords  a  conclusive  advantage  on  passenger  business 
over  the  round-about  routes  of  the  Western  Pacific  or  of 
the  Central  Pacific  via  Niles  and  Tracy.  Undoubtedly 
the  Southern  Pacific  could  not  be  required  to  open  its 
terminals  or  its  Benicia  line  to  any  other  road  except  of 
its  own  free  will,  but  there  are  definite  grounds  of  public 
policy  for  insisting  that  it  give  the  same  facilities  to  all 
that  it  accords  to  any  connection.^ 

Besides  these  two  main  objections  there  were  certain 
characteristic  charges  made.  It  was  maintained  by  the 
San  Francisco  Chronicle  that  the  dissolution  plan  in  its 
entirety  was  a  device  to  rob  the  Southern  Pacific  for 
the  benefit  of  the  Union  Pacific,  which  was  directed  by 
leading  interests  in  the  latter  company  and  was  carried 
out  by  means  of  dummy  directors  who  at  no  time  had 
the  interest  of  the  Southern  Pacific  at  heart.  This 
charge  would  have  been  plausible  had  the  original 
directors  elected  by  the  Union  Pacific  remained  on  the 
Southern  Pacific  board  while  negotiations  were  going  on, 
but  it  has  little  probability  in  view  of  the  fact  that  the 
directors  of  the  Southern  Pacific  who  were  also  directors 
of  the  Union  Pacific  resigned  in  January,  1912;  that 
the  successors  of  these  gentlemen  were  approved  by  the 
Attorney-General;  and  that  the  shares  owned  by  the 
Union  Pacific  were  not  voted  in  the  next  annual  elec- 
tion. It  appears,  also,  that  a  protective  stockholders' 
committee  representing  independent  stockholders  was 
formed  in  New  York  immediately  after  the  first  decision 

>  The  approval  of  the  Attorney-General  to  the  second  unmeiving  plan  did  not  in- 
ohide  an  approval  of  the  provisions  rdating  to  industry  tracks  and  to  the  Benicia  Short 
line.     He  did  not  consider  these  matters.     Transcript  of  Testimony,  pp.  6-0,  Lovett. 
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<rf  the  Sapreme  Court.  This  ocmunittee  toed:  part  in  all 
subsequent  proeeedingB  and  approved  the  plan  of  lecMr- 
ganization  finally  sdected.^  Another  insinuation  with 
jHTobably  as  little  foundation  was  that  the  Ktihn  Loeb 
&  Co.  syndicate  had  moulded  the  terms  of  the  unmefg- 
ing  plan  so  as  to  make  Southern  Pacific  stock  an  unde- 
sirable investment,  in  order  that  stockholders  of  the 
Southern  Pacific  Company  might  be  deterred  from 
buying,  and  that  the  syndicate  dominated  by  Union 
Pacific  interests  might  secure  control;  thus  perpetuat- 
ing an  arrangement  which  the  Supreme  Court  had  con- 
demned. The  amounts  involved,  the  widely  extended 
membership  of  the  sjmdicate,'  and  the  fact  that  the 
price  of  Southern  Pacific  stock  did  not  advance  after 
the  failure  of  the  second  unmerging  plan  are  evidence 
against  the  truth  of  this  statement. 

The  conviction  that  for  these  various  reasons  a  sepa- 
ration of  the  Central  Pacific  and  the  Southern  Pacific 
would  work  injury  to  the  Pacific  Coast  aroused  public 
sentiment  in  that  section  to  an  unusual  degree.  As  it 
happened,  the  consent  of  the  State  Railroad  Commis- 
sion of  California  was  necessary  to  the  execution  of  the 
leases  and  sales  in  California  which  formed  an  integral 
part  of  the  dissolution  plan.  Application  was  made  to 
this  Commission  in  March  with  a  result  which  might 
have  been  expected.'     The  Commission  heard  testi- 

1  Trmiuoript  of  Testimony,  p.  192,  Henin.  See  also  a  letter  by  Mr.  Krotteohnitt. 
reprinted  by  the  New  York  Journal  of  Commeroe,  Januaiy  13,  1914. 

*  About  $40,000,000  waa  placed  in  Europe.    Tranaeript  of  Teattmooy,  p.  66,  Lovett. 

*  Judce  Lorett  iaalated  at  thia  time  that  the  CaUforaia  Commiarion  must  approve 
the  plan  in  ita  entirety  or  not  all.  The  foUowing  queation  and  anawer  passed  between 
the  Jodce  and  Pieaident  Eehleman: 

Commianoner  EaUeman:  Your  podtson,  then,  Judge  Lovett,  ia  that  any  oonditionB 
that  might  be  impoaed  which  would  either  add  to  the  buidens  of  the  Union  Padflo  or 
take  from  the  burdens  of  the  Southern  Padflo,  or  any  conditions  whatever  whtoh  woe 
not  exactly  in  accord  with  this  contract,  would  bring  about  the  defeat  of  the  ptoieet  as 
it  is  now  presented  7 

A.  Yes,  Blr.  Chairman. 

Tranaoitpt  of  Testimony,  pp.  111-113,  Lovett. 
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mony  for  three  days^  and  then  refused  its  approval.  Its 
main  opposition  ran  to  the  lease  of  the  Benicia  Short 
line  and  the  joint  use  of  terminals  including  industry 
tracks.  It  also  opposed  the  999  year  term  of  certain 
leases,  and  insisted  that  the  rentals  in  all  cases  should  be 
subject  to  its  approval  as  to  their  amount.  In  general 
the  Commission  was  opposed  to  the  sale  of  the  Central 
Pacific  local  lines  to  the  Union  Pacific,  and  suggested 
as  an  alternative  a  sale  or  long  time  lease  embracing 
only  the  line  of  the  Central  Pacific  from  Ogden  to  Sac- 
ramento, with  trackage  rights  from  Sacramento  to  Bay 
points;  but  it  recognized  that  this  feature  of  the  agree- 
ment was  not  subject  to  its  control.  A  supplemental 
opinion  indicated  in  some  detail  the  arrangements  which 
the  Commission  would  approve. 

This  adverse  report  was  rendered  on  February  24, 
1913.  The  syndicate  agreement  to  underwrite  South- 
em  Pacific  stock  expired  on  March  15th.  In  the  at- 
tempt to  avoid  the  loss  of  $1,266,500  in  commissions  the 
railroad  interests  agreed  promptly  to  modify  their  plan,^ 
and  to  propose  a  sale  and  lease  of  the  Central  Pacific  to 
the  Union  Pacific  without  provision  for  the  joint  use  of 
the  Benicia  line,  the  joint  use  of  terminals,  and  the 
trackage  and  running  rights  from  Newark  to  Redwood, 
and  from  Redwood  to  San  Francisco.  Judge  Lovett 
wired  the  new  suggestions  to  his  attorneys  at  San  Fran- 
cisco on  March  12th  for  submission  to  the  California 
Railroad  Commission.     He  declared  that  the  Conunis- 

1  The  oommurioiM  to  the  undenriitiiic  eyndieate  h«d  been  aet  at  two  per  cent  of  the 
entne  $136,650,000  beeidee  expenees  if  the  plan  went  throuch.  in  addition  to  which 
KQhn  Loeb  ft  Co.  were  to  reoeive  a  oompeneation  of  one  per  cent  of  the  Hune  amount 
for  their  servioee.  If  the  plan  ahould  fail  the  syndicate  waa  to  receive  f  of  one  per  cent 
and  K&hn  Loeb  and  Co.  f  of  one  per  cent  beridee  ezpenaee.  It  waa  atipulated  that 
earpenaei  ahould  not  exceed  |  of  one  per  cent. 

See  Syndicate  Agreement  of  February  10,  1913,  and  accompanying  eoneapondence, 
AppUeation  409.  Applicant's  Exhibit  No.  1.  This  commission  was  to  be  paid  by  the 
Union  Padfic  and  the  Southern  Fadfic  respeotiTely  on  the  basis  of  shams  to  be  dis- 
tributed to  their  stoekholders.    Transcript  of  Testamoqy.  p.  901.  Sproule. 
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sion  might  approve  the  mmor  leases  and  sales  subject 
to  its  reserved  power  to  revise  the  valuations,  but  that 
the  approval  of  the  lease  of  the  Central  Pacific  to  the 
Union  Pacific  must  be  given  immediately  and  uncon- 
ditionally, or  the  necessary  proceedings  could  not  be 
held  before  the  Circuit  Court  at  St.  Louis  soon  enou^ 
to  prevent  the  e3q)iration  of  the  underwriting  syndicate, 
and  the  failure  of  the  entire  plan.  ^  There  seemed  reason 
to  believe  that  certain  traffic  agreements  between  the 
Central  Pacific  and  the  Southern  Pacific  formed  part  of 
the  modified  arrangement.  Certainly  Judge  Lovett 
had  stated  that  the  price  of  104  million  dollars  for  the 
Central  Pacific  included  a  payment  for  exclusive  privi- 
leges at  San  Francisco.  If  such  rights  did  not  appear 
in  the  agreement  it  was  natiutd  to  suspect  that  they 
were  provided  for  outside,  and  this  later  proved  to  be 
the  case.  Influenced  by  a  suspicion  of  this  kind,  the 
Commission  refused  again  to  consent  to  the  plan  pro- 
posed. ''  It  is  not  our  disposition,"  it  said,  in  a  long 
telegram  to  the  Attorney-General,  under  date  of  March 
14th,  "  to  stand  in  the  way  of  the  substitution  of  the 
Union  Pacific  for  the  Central  Pacific  in  the  control  of 
the  property  of  the  Central  Pacific  in  the  event  the 
Union  Pacific  is  permitted  to  secure  all  the  stock  of  the 
Central  Pacific  .  .  .  but  there  is  certainly  no  reason 
why  the  Union  Pacific,  through  the  Central  Pacific  at 
Sacramento,  should  be  regarded  by  the  Southern  Pacific 
as  a  preferred  connection  as  regards  the  short  line  of  the 
Southern  Pacific  by  way  of  Benicia  to  Oakland.  .  .  . 
According  to  the  only  information  we  have,  gleaned 
from  the  press,  the  Union  Pacific  is  to  pay  the  same 
amount  for  the  property  as  was  contemplated  in  the 
original  plan.  If  this  be  true,  ...  we  are  certainly 
justified  in  the  assumption  .  .  .  that  the  Union  Pacific 

>  Tnaaenpt  of  Twtamony,  p.  521,  Cotton. 
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at  least  thinks  it  is  getting  the  same  thing  by  this  alter- 
native method  which  the  Commission  prevented  it  from 
getting  by  the  former  method.'' 

With  a  laudable  perseverance  Judge  Lovett  and  his 
associates  now  took  up  the  task  of  preparing  a  third 
plan.  They  first  secured  an  extension  of  time  from  the 
Supreme  Court  from  May  12  to  July  1,  1913.  They 
then  abandoned  negotiations  for  the  control  of  the 
Central  Pacific  and  concentrated  their  energies  on  the 
disposition  of  the  Southern  Pacific  stock  without  refer- 
ence to  the  Central  Pacific.  It  is  true  that  the  attitude 
of  Mr.  McReynolds,  now  Attorney-General  in  place  of 
Mr.  Wickersham,  led  to  resumption  of  attempts  to  in- 
clude the  Central  Pacific  in  the  plan,  but  these  proved 
fruitless  and  were  finally  abandoned.  It  is  apparent 
that  the  conditions  which  the  new  scheme  had  to  meet 
were  simpler  than  those  which  had  confronted  the  old, 
and  the  managers  doubtless  considered  it  no  small  gain 
to  be  able  to  disregard  the  California  Railroad  Commis- 
sion. Under  these  favorable  conditions  the  plan  pro- 
gressed rapidly  to  its  final  form  in  May.  In  its  essential 
features  it  may  be  described  as  follows.  First,  and 
most  important,  the  Union  Pacific  disposed  of  all  its 
Southern  Pacific  stock.  Of  its  total  holdings,  $38,292,- 
400  went  to  the  Pennsylvania  Railroad  Company  in 
exchange  for  $42,547,200  of  Baltimore  and  Ohio  stock, 
or  all  the  Baltimore  and  Ohio  stock  owned  by  the  Penn- 
sylvania or  any  of  its  subsidiaries.  Southern  Pacific 
stock  exchanged  for  Baltimore  and  Ohio  common  at 
par,  and  for  preferred  in  the  proi>ortion  of  100  to  80. 
The  remaining  Union  Pacific  holdings  of  Southern 
Pacific  stock,  amounting  to  $88,357,600,  were  to  be  sold 
to  the  general  public  through  the  Central  Trust  Com- 
pany of  New  York.  The  Union  Pacific  Company 
offered  to  all  stockholders  of  the  Union  Pacific  and  of 
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the  Or^^n  Short  line  common  and  preferred,  the  right 
to  subscribe  at  the  price  of  88  plus  accrued  dividends, 
for  certificates  of  interest  representing  Southern  Pacific 
shares  transferred  to  the  Central  Trust  Company  to  the 
extent  of  27  per  cent  of  their  holdings.  Holders  of 
these  certificates  of  interest  were  to  have  the  right  prior 
to  January  1,  1916,  to  present  the  same  and  to  receive 
the  number  of  shares  of  Southern  Pacific  stock  repre- 
sented by  the  certificates  together  with  all  dividends 
declared  thereon,  on  condition  that  the  holder  make 
affidavit  that  he  did  not  own  in  his  own  right  any  shares 
of  the  stock  of  the  Union  Pacific  Railroad,  that  he  was 
making  the  application  in  good  faith  in  his  own  right, 
and  was  not  acting  for  or  on  behalf  of  any  stockholder 
of  the  Union  Pacific  Company  or  in  accord  with  any 
agreement  or  understanding  with  any  one  seeking  to 
control  the  Southern  Pacific  Company  in  the  interest 
of  the  Union  Pacific.  Stock  remaining  in  the  hands  of 
the  Trust  Company  after  January  1,  1916,  might  be 
sold  by  the  trustee  at  the  discretion  of  the  court,  and 
the  proceeds  distributed  to  lawful  holders,  that  is,  to 
the  owners  of  certificates  of  interest  who  had  been 
stockholders  of  the  Union  Pacific  or  Oregon  Short  Line 
at  the  time  of  subscription  and  had  not  divested  them- 
selves subsequently  of  their  Union  Pacific  or  Short  Line 
stock.^ 

The  Attorney-General  of  the  United  States  was  of  the 
opinion  that  the  sale  of  the  Southern  Pacific  stock  to  the 
Pennsylvania  Railroad  in  this  way  would  be  a  substan- 
tial step  in  the  dissolution  of  the  Union  Pacific-Southern 
Pacific  merger,  and  that  it  would  at  the  same  time  have 
the  desirable  result  of  divesting  the  Pennsylvania  Rail* 
road  Company  of  the  capital  stock  of  an  active  competi* 

I  Commercial  and  Financial  Cliroiiiolo,  yoL  07,  pp.  fiO-Al,  July  5,  1918;  p.  177, 
July  19,  1913;  pp.  445-446,  Aucurt  16,  1918;  roL  98,  pp.  1S6-157.  Janoaiy  10, 1914. 
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tor^  the  Baltimore  and  Ohio.  He  had  no  objection  to 
the  trusteeship  and  sale  of  the  remaining  holdings  of  the 
Southern  Pacific  stock  which  were  not  turned  over  to 
the  Pennsylvania,  and  said  that  the  provisions  respect- 
ing it  were  apparently  well  designed.  He  suggested, 
without  insisting,  that  a  proviso  should  be  inserted 
leaving  unobstructed  the  power  of  Congress  to  legislate 
respecting  the  stock  or  transactions  in  question  in  order 
to  leave  the  way  open  in  the  event  that  a  future  Con- 
gress might  desire  to  forbid  another  railway  company  to 
own  stock  in  another  non-competitive  line.  The 
United  States  District  Court  for  the  District  of  Utah, 
consisting  of  Judges  Sanborn,  Hook,  and  Smith,  also 
approved  the  plan  upon  Jime  30,  1913,  and  the  decree 
was  signed  in  the  Federal  Court  at  Salt  Lake  City  the 
same  week. 

On  August  14, 1913,  Kuhn,  Loeb  &  Co.,  managers  for 
the  syndicate  which  was  formed  to  underwrite  the  sale  of 
the  certificates  of  interest  representing  $88,357,600  of 
Southern  Pacific  stock,  announced  that  the  total  sub- 
scriptions received  up  to  the  closing  of  the  books 
amounted  to  $220,000,000  or  more  than  2§  times  the 
amount  of  the  stock.  Allotments  were  accordingly 
made  on  the  basis  of  40  per  cent  of  the  amount  sub- 
scribed for. 

The  final  step  in  the  unmerging  process  was  the  dis- 
tribution of  Baltimore  and  Ohio  stock  in  the  course  of 
1914  among  the  stockholders  of  the  Union  Pacific.^  The 
distribution  was  first  announced  on  January  6,  1914. 
Each  common  stockholder  of  record  March  2, 1914,  was 
to  receive  $12.00  par  value  of  Baltimore  and  Ohio  pre- 
ferred, $22.50  par  value  of  Baltimore  and  Ohio  common, 
and  $3.00  cash,  or  a  total  of  $37.50,  yielding  an  average 
dividend  of  $2.01,  on  the  assumption  of  a  six  per  cent 

1  CommftrdaJ  and  Finanoaal  Chionide,  rol.  97,  p.  1804. 
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return  on  the  cash  distributed,  six  per  cent  on  Baltimore 
and  Ohio  common,  and  four  per  cent  on  the  preferred* 
The  total  dividend  on  these  terms  would  amount  to 
about  $89,000,000,  the  greater  part  of  which  represented 
a  profit  which  the  Union  Pacific  had  secured  from  its 
investment  in  Southern  Pacific,  Great  Northern,  and 
Northern  Pacific  shares. 

Three  reasons  were  given  in  explanation  of  the  trans- 
action: (1)  The  dividend  would  meet  the  expectations 
of  the  common  shareholders;  (2)  The  Union  Pacific 
would  avoid  criticism  for  holding  stock  in  competing 
lines,  a  criticism  which  might  be  based  on  the  $17,857,- 
100  of  New  York  Central  stock  which  still  rested  in  its 
treasury;  (3)  A  reduction  in  the  annual  dividend  rate 
from  ten  to  eight  per  cent  would  be  made  possible,  ten 
per  cent  being  considered  an  undesirably  high  rate  in 
view  of  the  attitude  of  railroad  commissions  and  state 
legislatures.  Suit  was  brought  by  the  Equitable  life 
Assurance  Company  to  compel  the  Union  Pacific  to 
include  the  preferred  stockholders  in  the  distribution, 
but  in  vain.^  The  Supreme  Court  of  the  State  of  New 
York  held  that  the  preferred  stock  was  entitled  to  no 
other  share  of  the  profits  than  dividends  each  and  every 
year  not  exceeding  four  per  cent.  An  accumulated  sur- 
plus was  regarded  as  divisible  profit.  It  is  expected 
that  the  matter  will  be  carried  to  the  Supreme  Court  of 
the  United  States.  Protests  were  received  from  foreign 
holders  of  the  Union  Pacific  convertible  bonds,  but 
without  effect.* 

As  a  result  of  the  prolonged  negotiations  thus  far 
described  the  government  has  obtained  an  unusually 
complete  unmerging  of  a  complicated  combination. 
Not  only  are  the  Union  Pacific  and  Southern  Pacific 

&  New  York  Journal  of  Commeroe,  Febnimnr  7,  March  7.  20  and  April  3, 1914. 
<  Ibid.,  Mareh  14, 1914. 
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railroads  separated,  but  none  of  the  1,265,000  shares  on 
which  control  depended  remains  in  the  hands  of  stock- 
holders of  the  controlling  company.  Some  stockholders 
there  are  doubtless  who  own  shares  in  both  corporations, 
and  the  number  may  mcrease  in  later  years,  but  the  pos- 
sibility of  subsequent  purchase  by  individual  stockhold- 
ers exists  in  the  case  of  any  company,  and  at  least  is 
not  made  more  easy  by  anything  in  the  process  of  dis- 
solution of  the  Harriman  lines.  From  the  tmmerging 
two  things  are  gained. 

In  the  first  place,  the  financial  power  of  the  Harriman 
system  is  reduced.  Too  little  emphasis  is  ordinarily 
laid  on  this  matter  in  current  discussions.  An  aggrega- 
tion of  companies  operating  17,000  miles  of  railroad, 
and  earning  $217,000,000  in  a  single  year  under  the 
management  of  one  group  of  men,  has  power  that  no 
government  can  control.  The  government  can  prevent 
excessive  dividends,  but  it  cannot  eliminate  indirect 
profits  nor  can  it  put  a  stop  to  abuses  of  authority  not 
intended  to  result  in  financial  gain. 

Another  advantage  is  that  competition  will  be  pro- 
moted. A  statement  of  Mr.  William  R.  Wheeler, 
Traffic  Manager  of  the  San  Francisco  Chamber  of  Com- 
merce, describes  so  clearly  the  nature  and  importance 
of  the  sort  of  competition  which  the  Pacific  Coast  is 
likely  to  enjoy,  that  it  deserves  citation. 

"  It  is  a  popular  fallacy,  I  think,"  said  Mr.  Wheeler, 
'^  that  because  there  is  not  a  rate  war  .  .  .  following 
the  advent  of  a  new  road  into  a  territory,  that,  therefore, 
there  is  no  competition.  There  is  competition  in  the 
service  and  that  is  what  we  desire.  There  is  also  com- 
petition in  this  respect,  that  if  you  have  two  roads  who 
have  a  voice  in  the  rate  question,  you  stand  double  the 
chance  of  gaining  tariff  concessions  that  you  do  if  there 
is  only  one  road  to  deal  with;  if  there  are  three  roads, 
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you  stand  three  times  the  chance  of  getting  your  con- 
cessions; in  other  words,  you  do  not  find  —  are  not  as 
apt  to  find  three  men  of  one  mind  as  you  are  two  men  of 
one  mind  and  so  on  as  the  number  grows.  We  already 
have  had  an  eicample  of  that  here  in  San  Francisco: 
there  was  a  proposition  something  more  than  a  year  ago 
to  advance  rates  between  San  Francisco  and  Stockton 
.  •  .  and  the  fact  that  it  required  the  consent  of  three 
roads  instead  of  two  was  the  only  thing  that  prevented 
that  advance  going  into  e£Fect  at  that  time;  we  were 
successful  in  convincing  one  of  the  roads  that  it  was 
unfair  to  us  to  raise  those  rates  and  they  declined  to 
join  in  the  advance."  * 

It  should  be  added  that  the  Southern  Pacific  does  not 
share  the  view  that  it  will  be  so  weakened  by  the  loss  of 
the  Central  Pacific  as  to  be  imable  to  compete  e£Fectively 
with  the  Ogden  route  or  with  the  Panama  Canal.  On 
the  contrary,  it  is  of  the  opinion  that  after  the  two  com- 
panies are  separated,  if  they  are  separated,  the  Central 
Pacific  will  lose  business,  and  the  Southern  Pacific  will 
gain  it.  This  is  not  merely  because  of  the  advantage  of 
continuous  attention  and  responsibility  which  the  El 
Paso  lines  will  offer,  but  also  because  the  southern  route 
has  worked  in  harmony  with  the  route  via  Ogden  in  the 
past,  while  in  the  future  it  will  work  against  it.^  More- 
over, in  the  past  the  Southern  Pacific  has  refrained  from 
lowering  transcontinental  rates  in  competition  with  the 
water  lines  because  of  the  effect  that  tlus  might  produce 
on  rates  from  intermediate  points  on  the  Union  Pacific 
or  from  points  east  of  Omaha  in  the  Mississippi  Valley 
in  the  business  of  which  the  Union  Pacific  was  inter- 
ested.' The  Southern  Pacific  operates  a  boat  line  from 
New  York  to  Galveston,  and  its  earnings  from  inter- 

i  Tnto0cri|»t  of  Testimony,  pp.  409-400,  Wm.  K.  Wheeler. 

»  lUd.,  pp.  174-17fi,  Sprottle.  i  Ibid.,  pp.  147-14S,  Spffoule. 
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mediate  points  are  unimportant;  ^  so  that  it  is  already 
considering  the  advisability  of  more  vigorous  efforts  to 
tempt  traflSic  from  water  routes  to  rail. 

The  Pacific  Coast  seems  at  first  sight  to  have  scored 
a  distinct  triumph,  in  that  the  Central  Pacific  and  the 
Southern  Pacific  remain  together  as  conditions  are  to- 
diay.  But  this  circumstance  is  likely  to  be  only  tem- 
I)orary.  Attorney-General  McReynolds  shares  fully 
the  opinion  of  his  predecessor,  Mr.  Wickersham,  that 
the  continued  union  of  the  two  roads  is  a  violation  of  the 
Sherman  law,  and  on  February  11,  1914,  he  filed  a  suit 
at  Salt  Lake  City  attacking  the  combination  as  one  in 
restraint  of  trade.'  There  is  every  reason  to  believe 
that  he  will  win  his  case.  Yet  even  if  he  does,  Califor- 
nia at  least  may  come  out  better  than  she  expects  and 
gain  distinct  advantages  from  dissolution  in  the  long 
run. 

In  raising  (^position  to  the  separation  of  the  Central 
Pacific  and  the  Southern  Pacific,  shippers  in  Calif  omia  so 
far  have  forgotten  that  the  Union  Pacific  will  route  more 
or  less  business  via  Portland  over  the  Oregon  Short  Line 
so  long  as  the  Central  Pacific  and  the  Southern  Pacific 
remain  under  common  control.  Business  destined  to 
California  may  never  move  this  way  but  export  business 
to  the  Orient  very  likely  will.  The  distance  is  greater, 
but  the  grades  are  not  more  formidable,  and  the  large 
future  possibilities  of  the  Oriental  market  make  this 
consideration  of  importance  to  San  Francisco.  Even 
if  the  Central  Pacific  becomes  independent,  there  will 
doubtless  still  be  some  tendency  to  send  freight  to  the 
north,  altho  the  Central  Pacific  as  an  independent  road, 
relying  for  its  existence  on  through  business  from  Cali- 
fornia to  the  east,  will  be  far  more  likely  to  fight  for  its 

I  Tnuuoript  of  Tettimony,  pp.  17&-176,  Spioule. 
a  RiUhnor  Record,  Febmwy  14. 1914. 
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share  of  the  traffic  by  Ogden,  than  it  will  be  when 
controlled  by  a  system  whose  main  interest  lies  in  pro- 
curing a  long  haid  further  south.  Under  Union  Pacific 
control,  the  Union  Pacific  will  have  every  interest  in 
promoting  the  trade  of  San  Francisco. 

What  California  and  San  Francisco  both  need  for 
their  own  selfish  interests  is  a  direct  connection  with  the 
east  worked  to  its  full  capacity,  and  this  they  now  seem 
likely  to  secure.  Surely  such  a  consideration  may 
compensate  shippers  for  some  difficulties  in  respect  to 
local  business  —  difficulties  which  will  probably  prove 
less  important  than  the  exaggerated  statements  current 
on  the  Pacific  Coast  lead  one  to  suppose. 

Stuart  Dagobtt. 

UmvsBaiTT  or  Calhobnxa. 
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BOOKS  ON  BUSINESS  CYCLES:  MITCHELL, 
AFTALION,  BILGRAM 

In  1912  Professor  Taussig  could  state  with  justice  that, 
"  notwithstanding  the  abundant  literature  on  crises,  there  is 
no  good  book  on  the  underlying  questions  of  principle."  ^ 
During  the  past  year  three  books  dealing  with  such  questions 
have  appeared:  Mitchell's  Business  Cydes,  Aftalion's  Les 
crises  piriodiques  de  surprodttcHonf  and  Bilgram  and  Levy's 
The  Cause  of  Business  Depressions^  All  three  develop 
theories  of  business  cycles.  The  first  two  are  based  upon 
extensive  studies  of  the  statistics  of  the  phenomena  of  cycles 
and  upon  the  literature  of  the  subject;  the  last  is  a  deductive 
study  in  which  statistics  and  present  day  writers  are  alike 
ignored. 

Of  the  works  named,  indeed  of  all  studies  on  crises,  Mit- 
chell's Business  Cycles  takes  the  leading  position.  It  is 
comprehensive;  it  contains  the  most  complete  and  careful 
statistical  study  of  the  phenomena  connected  with  business 
cycles;  it  is  well-written;  pregnant,  forceful  expressions 
abound;  it  is  a  scientific  study  by  an  author  who,  obviously, 
is  not  seeking  to  establish  a  pet  theory.  Business  Cycles 
is  not  notable  for  the  striking  originality  of  the  facts  estab- 

>  Prineq^M  of  Eoonomioa,  rol.  i,  p.  446. 

>  BudbMM  Gsrelw,  By  Wciley  Clair  MitehBll.  CBeAeley:  Uolrndty  of  CaliforaU 
PnM,1918.     Pp.  zviii,  010.     Chartal-77.    $5.) 

Let  eriflM  p4riodiqii«B  de  •nrproduetioD.  Tome  I:  Lee  Tmriatioiie  pAiiodiqaee  dee 
priz  et  dee  lerenue;  Lee  thfoiiee  domineatee.  Tome  II:  Lee  movemente  p4riodiquee, 
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lished  or  the  theory  of  crises  set  forth,  but  for  the  marshalling 
of  the  data,  and  the  clear  expositions  and  the  combination  of 
the  ideas  of  various  writers  into  a  self-consistent  theory  of 
business  cycles.  It  is  evident  that  the  author  has  been 
strongly  influenced  by  Veblen.  But  he  has  utilized  the  ideas 
or  su^estions  of  many  authors.  As  he  points  out  (p.  580) 
he  utilizes  Spiethoff's  theory  of  the  ill-balanced  production  of 
industrial  equipment  and  complementary  goods,  Hull's 
theory  that  the  high  cost  of  construction  work  in  periods  of 
intense  prosperity  causes  a  severe  decline  in  investment 
demand  and  hence  a  crisis,  Lescure's  theory  of  variations  in 
prospective  profits  combined  with  Veblen's  theory  of  the 
discrepancy  between  prospective  profits  and  current  capitali- 
zation, Sombart's  theory  that  crises  occur  because  the  supply 
of  organic  goods  does  not  keep  pace  with  the  supply  of 
minerals  and  the  like,  Carver's  theory  of  the  dissimilar  price 
fluctuations  of  producers'  and  consumers'  goods,  Fisher's 
theory  of  the  lagging  adjustment  of  interest  rates  to  the 
fluctuations  of  the  price  level  and  Johannsen's  theory  of 
"  impaired  savings." 

Mitchell  correctly  describes  the  study  which  he  has  made 
as  follows:  "  This  analysis  rests  primarily  upon  an  elaborate 
statistical  enquiry  into  the  phenomena  of  recent  cycles  in 
the  United  States,  England,  France,  and  Germany.  The 
statistical  line  of  attack  was  chosen  because  the  problem  is 
essentially  quantitive  in  character,  involving  as  it  does  the 
relative  importance  of  diverse  forces  which  are  themselves 
the  net  resultants  of  innumerable  business  decisions.  The 
selection  of  statistical  data,  the  methods  of  presentation, 
and  the  codrdination  of  the  results  were  determined  in  large 
part  by  ideas  borrowed  from  theoretical  writers  or  from  finan- 
cial journals.  But  all  the  tables  of  figures  and  all  the  bor- 
rowed ideas  were  fitted  into  a  framework  provided  by  a  study 
of  the  economic  organization  of  today,  which  showed  that  the 
industrial  process  of  making  and  the  commercial  process  of 
distributing  goods  are  thoroly  subordinate  to  the  business 
process  of  making  money  "  (p.  570).  The  theory  of  business 
cycles  thus  developed  may  appropriately  be  called  "  the 
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profit  theory  of  business  cycles."  The  detailed  data  upon 
which  the  author's  conclusions  are  based  are  for  the  period 
1890-1911.  This  is  a  virtue  rather  than  a  defect  of  the 
study  for  two  reasons:  reliable  statistics  are  not  available 
for  earlier  years  and  the  recent  period  is  one  of  commercial 
homogeneity. 

Mitchell's  account,  in  barest  outline;  of  the  business  cycle 
is  as  follows: 

Starting  with  a  revival  of  activity  he  finds  that  depression 
has  left  this  legacy:  ^*  a  level  of  prices  low  in  comparison 
with  the  prices  of  prosperity,  drastic  reduction  in  the  costs 
of  doing  business,  narrow  margins  of  profit,  liberal  bank 
reserves,  a  conservative  policy  in  capitalizing  business 
enterprises  and  in  granting  credits,  moderate  stocks  of  goods, 
and  cautious  buying." 

'*  For  reasons  which  will  appear  in  the  sequel,  such  condi- 
tions are  accompanied  by  an  expansion  in  the  physical  volume 
of  trade.  Tho  slow  at  first,  this  expansion  is  cumulative.  .  .  . 
All  this  while,  the  revival  of  activity  is  instilling  a  feeling  of 
optimism  among  business  men,  and  this  feeling  both  justifies 
itself  and  heightens  the  forces  which  engendered  it  by  making 
every  one  readier  to  buy  with  freedom  "  (p.  571). 

An  irregular  rise  of  prices  begins.  "  Retail  prices  lag 
behind  wholesale,  the  prices  of  staple  consumers'  goods 
behind  the  prices  of  staple  producers'  goods,  and  the  prices 
of  finished  products  behind  the  prices  of  their  raw  materials. 
Am(Hig  raw  materials,  the  prices  of  mineral  products  reflect 
the  changed  business  conditions  more  regularly  than  do  the 
prices  of  raw  animal,  farm,  or  forest  products.  Wages  rise 
often  more  promptly,  but  always  in  less  d^jree  than  whole- 
sale prices;  discount  rates  rise  sometimes  more  rapidly; 
interest  rates  on  long  loans  always  move  sluggishly  in  the 
early  stages  of  revival,  while  the  prices  of  stocks  —  partic- 
ularly of  common  stocks  —  both  precede  and  exceed  com- 
modity prices  on  the  rise  "  (p.  572).  The  causes  of  the 
differences  are  to  be  found  in  differences  in  organisation  of 
markets,  technical  conditions  of  the  market,  and  in  the 
adjustment  of  selling  to  buying  prices.  These  price  fluctua- 
tions usually  result  in  larger  profits. 
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The  revival  of  proeperity  grows  into  intense  prosperity. 
The  decrease  in  supplementary  costs  ends  as  the  plants  reach 
full  capacity;  prime  costs  rise  rapidly;  antiquated  plants 
and  equipment  are  utilised;  the  efficiency  of  labor  declines 
**  because  overtime  brings  weariness,  because  of  the  employ- 
ment of  undesirables,  and  because  crews  cannot  be  driven  at 
top  speed  when  jobs  are  more  numerous  than  men  to  fill 
them  ";  finally,  factory  organisation  becomes  less  effici^it 
(p.  673). 

Meanwhile  there  is  stress  in  the  money  market  and 
''  scarcity  of  capital/'  This  causes  the  relinquishment  of 
projected  voitures.  Contracts  for  the  future  delivery  of 
industrial  equipment  become  less  numerous.  Prices  do  not 
rise  evenly  or  indefinitely.  Certain  prices  are  fixed  by  law, 
others  by  custom,  still  others  are  primarily  dependent  upon 
harvests,  inventions  and  improvements,  the  rates  of  interest 
and  wages.  A  minority  of  business  men  face  a  decline  in 
profits;  their  credits  are  based  upon  ''  the  capitalised  value 
of  present  and  prospective  profits '';  profits  waver,  loans  are 
made  more  expensive  or  renewal  refused,  and  liquidation 
begins  (p.  575). 

Widenspread  and  forced  financial  readjustment,  with  its 
consequences,  ends  prosperity  and  inaugurates  an  economic 
crisis.  If  the  banking  organisation  and  practice  are  defective 
the  crisis  may  degenerate  into  a  panic. 

**  There  follows  a  period  during  which  depression  spreads 
over  the  whole  field  of  business  and  grows  more  severe. 
Consumers'  demand  declines  in  consequence  of  wholesale 
discharges  of  wage-earners,  the  gradual  exhaustion  of  past 
savings,  and  the  reduction  of  other  classes  of  family  incomes. 
With  consumers'  demand  falls  the  business  demand  for  raw 
materials,  current  supplies,  and  equipment  used  in  making 
consumers'  goods.  Construction  work  is  discontinued,  few 
new  enterprises  are  undertaken,  the  volume  of  trade  contracts 
and  an  irregular  fall  of  prices  occurs.  .  .  .  Wholesale  prices 
fall  faster  than  retail,  the  prices  of  producers'  goods  faster 
than  those  of  consumers'  gcxxis,  and  the  prices  of  raw  material 
faster  than  those  of  manufactured  products.     The  prices  of 
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raw  mineral  products  follow  a  more  regular  course  than  those 
of  raw  forest,  farm  or  animal  products.  As  compared  with 
general  index  numbers  of  commodity  prices  at  wholesale, 
index  number  of  wages  and  interest  on  long  time  loans  decline 
in  less  d^^ree,  while  mdex  numbers  of  discount  rates  and  of 
stocks  decline  m  greater  degree.  The  only  important  group 
of  prices  to  rise  in  the  face  of  depression  is  that  of  high  grade 
bonds"  (p.  678). 

Profits  decrease.  ''  The  prime  costs  of  doing  busmess  are 
reduced  by  the  rapid  fall  in  the  prices  of  raw  materials  and  of 
bank  loans,  by  the  marked  increase  in  the  efficiency  of  labor 
which  comes  when  employment  is  scarce  and  men  are  anxious 
to  hold  their  jobs,  and  by  closer  economy  on  the  part  of 
managers.  Supplementary  costs  also  are  reduced  by  reor- 
ganizing enterprises  which  have  actually  become  or  which 
threaten  to  become  insolvent,  by  the  sale  of  other  enterprises 
at  low  figures,  by  reduction  of  rentals  and  refunding  of  loans, 
by  charging  off  bad  debts  and  writing  down  depreciated 
properties,  and  by  admitting  that  a  recapitalisation  of 
business  enterprises  —  corresponding  to  the  lower  prices  of 
stocks  —  has  been  effected  on  the  basis  of  lower  profits" 
(p.  678). 

After  two  or  three  years  of  depression  the  demand  for 
goods  begins  to  expand,  a  larger  population  must  be  fed  and 
clothed,  new  tastes  appear,  the  demand  for  industrial  equip- 
ment revives,  and  timidity  on  the  part  of  investors  diminishes. 
The  depression  gives  way  to  a  revival  of  prosperity  and  the 
business  cycle  is  complete. 

Mitchell's  account  of  business  cycles  is  not  only  plausible 
but  convincing.  So  are  other  accounts,  in  varying  degrees. 
But  Mitchell  recognizes  the  important  influence  of  numerous 
elements;  he  has  fitted  those  elements  mto  a  single  frame- 
work; and  he  has  tested  his  theories  by  painstaking  statistical 
investigations  which,  in  the  main,  have  undoubtedly  led  him 
to  correct  conclusions. 

Tho  not  many  of  the  author's  conclusions  are  open  to  ques- 
tion, some  there  are.    For  instance,  he  says, ''  The  marriage 
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rate  .  .  .  does  vary  with  the  condition  of  biuiness.  .  .  . 
But  since  these  variations  in  the  marriage  rate  are  not  fol- 
lowed by  corresponding  variations  in  the  birth  rate,  they 
possess  little  significance  for  the  growth  of  population '' 
(p.  225).  G.  Udny  Yule's  elaborate  study  led  him  to  the 
conclusion  that  the  birth  rate  not  only  oscillates  with  the 
marriage  rate  of  two  years  previous  but  that  there  is  a  direct 
dependence  of  the  birth  rate  upon  economic  factors.^  It  is 
not  clear  that  the  mere  psychological  effect  of  numerous 
opportimities  for  employment  during  prosperity  appreciably 
decreases  productivity.  These  are,  however,  minor  points. 
Major  points  in  Mitchell's  theory  are  size  and  tendency  of 
profits  during  the  cycle  and  the  sequence  of  the  price  move- 
ments among  the  various  classes  of  goods,  —  consumers', 
producers',  raw,  or  manufactured. 

As  to  profits,  the  crux  of  Mitchell's  theory  of  crisis,  he 
says, ''  statistics  both  trustworthy  and  significant  concerning 
profits  are  scarce  "  (p.  422).  The  data  available,  i.  e.,  the 
earnings  of  American  railways  and  national  banks,  and  Ger- 
man corporations,  appear  to  substantiate  the  author's  con- 
clusions. However,  it  is  not  demonstrated  that  profits  are 
decreasing  when  prices  reach  their  maxima.  More  exact  and 
extensive  evidence  is  needed  on  this  point.  Aftalion  main- 
tains:' first,  that  profits  alternately  increase  and  decrease 
during  recurrent  prosperity  and  depression  with  considerable 
regularity;  second,  that  the  maxima  and  minima  appear  at 
approximately  the  same  dates  as  those  of  prices,  but  in  certain 
cases  ''  the  maxima  are  reached  most  often  after  the  maxima 
of  prices  [and]  the  minima,  on  the  contrary,  occur  frequently 
before  the  minima  of  prices,"  and  third,  that  profits  fluctuate 
much  more  violently  than  do  prices.  Mitchell  (p.  446) 
and  Aftalion '  agree  that  there  is  no  apparent  uniform  relation 
between  failures  and  crises  in  the  leading  commercial  nations. 

Concerning  the  price  movements  of  various  classes  of 

1  "  The  ohanges  in  the  marriage  and  birth  rates  in  Ensland  and  Wales  durins  the 
l>aet  half  eentury:  with  an  inquiry  as  to  their  probable  eausBS."  Q.  U.  Yule,  in  Jour. 
Roy.  Stat.  Soe.,  March,  1906. 

>  Op.  cit..  vol.  i.  pp.  lM-185. 

a  Idem.,  p.  302.  - 
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goo^  Aftalion's  conclusioiis  agree,  in  the  main,  with  those 
of  Mitchell.  Aftalion  has  made  a  study  of  the  prices  of  the 
raw  materials  and  the  finished  products  of  various  important 
industries.    His  conclusions  may  be  summarized  as  follows:  ^ 

1.  A  study  of  individual  price  variations  confirms  the 
conclusions  indicated  by  general  index  numbers  of  prices. 

2.  The  opinion  which  attributes  "the  direction  of  economic 
cycles  to  mdustries  producing  fixed  capital  and  refuses  any 
notable  contribution  by  industries  producing  consumption 
goods  does  not  receive  support. 

3.  Certain  industries,  —  metal,  cotton,  woolen  and  glass 
manufacturing,  the  building  trades  and  transportation, — 
participate  in  business  cycles  to  a  marked  degree;  others, 
such  as  silk,  linen,  clothing  and  furniture  manufacturing,  and 
agricultural  production,  do  not  participate  markedly. 

4.  It  may  be  that  mdustries  producing  capital  goods 
always  participate  m  crises  and  those  producing  consumption 
goods  also  participate,  but  not  with  the  same  r^ularity. 

5.  Prices  of  raw  materials,  with  some  exceptions,  fluctuate 
more  regularly  and  more  intensely  than  prices  of  manu- 
factured articles. 

6.  Prices  of  metals  fluctuate  more  violently  and  regularly 
than  those  of  other  goods. 

All  the  evidence  indicates,  then,  that  during  intense  pros- 
perity the  reaction  both  in  prices  and  profits  begins  in  those 
industries  producing  raw  materials  (other  than  agricultural 
products)  and  producers'  goods,  extending  to  wholesale  and 
then  to  retail  prices.  "  Retail  trade,  in  fact,''  says  Mitchell, 
*'  seems  not  to  be  curtailed  seriously  outside  of  the  largest 
cities  until  a  panic  has  closed  many  industrial  enterprises, 
put  others  on  short  time,  and  led  to  the  wide-spread  discharge 
of  wage  earners.  Then,  of  coiu*se,  the  shopkeeper  sees  his 
sales  fall  off,  as  the  merchant  and  manufacturer  had  several 
weeks  earlier  (p.  638).  .  .  .  Now  if  the  chief  stress  arose 
from  the  lagging  of  consumers'  demand  behind  the  supply  of 
consumers'  goods,  one  would  expect  the  opposite  result  to  be 
registered  by  the  index  numbers"   (p.  502).     We  must 

>  IdAm.,  pp.  KN^llO. 
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agree  with  Mitchell  that  ''until  the  under-consumption 
theories  have  been  shored  up  by  more  convincing  evidence 
than  has  yet  been  adduced  in  their  favor,  the  view  must  pre- 
vail that  the  difficulty  of  warding  off  encroachments  upon 
profits  by  advancing  costs  comes  to  a  head  earlier  in  other 
lines  of  business  than  in  those  concerned  with  consumers' 
goods  "  (p.  502).  Aftalion,  as  will  appear  in  detail  later,^ 
also  opposes  under-consimiption  theories,'  but  by  reasoning 
based  upon  marginal  utility  and  the  roimdabout  process  of 
capitalistic  production.  He  holds  that  low  prices  are  main- 
tained in  a  depression  by  over-production  of  consimiption 
goods,  this  over-production  being  reflected  back  along  the 
line  of  capitalistic  production.  The  strong  point  of  Mitchell's 
theory  is  that  it  is  in  accord  with  the  sequence  of  the  change 
in  prices,  —  production  goods  falling  and  rising  before  con- 
sumption goods;  whereas  Aftalion's  theory,  it  would  appear, 
calls  for  the  opposite  sequence  of  prices  to  that  so  clearly 
shown  by  MitcheU.  The  latter's  theory  is  dependent  upon 
profits;  disturbance  in  industry  and  prices  follow  the  fluctua- 
tions of  profits.  However,  it  is  admitted  that  the  data  con- 
cerning the  action  of  profits  arie  meager.  Aftalion's  theory  is 
dependent  upon  production;  over-production  or  under- 
production being  revealed  first  in  the  prices  of  consimiption 
goods,  but  he  ignores  the  evidence  that  consumption  goods 
are  last,  rather  than  first,  to  change  in  price.  In  his  sununaiy 
of  "  the  details  of  the  movements  of  prices  for  various  cate- 
gories of  merchandise  " '  he  describes  the  relative  intensity 
and  regularity  of  variations  and  does  not  refer  to  the  time 
element. 

We  come,  then,  to  the  detailed  consideration  of  the  theory 
and  facts  presented  in  Aftalion's  Le%  Crises  phiodiquea  de 
surproduction.  The  author's  theory  of  business  cycles  can 
best  be  given  by  translating  part  of  his  own  r63um£: 

>  See  p.  806. 

*  It  is  peeuHtf  that  BfitofaeU  lefen  to  Aftalion's  orsi^pRNhietloii  theocy  mder  the 
eeirtion  **  mder-eonsumption,*'    pp.  499-000. 

•  Op.  dt.,  Tol.  ii,  pp.  IM,  197. 
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I  have  explained  the  rhythm  of  prices  principaUy  by  that  of  pro- 
duction and  the  rhythm  of  production  by  that  of  price.  In  each  of 
these  two  explanations  I  have  made  use  of  the  same  two  leading 
ideas.  On  the  one  hand,  as  it  is  natural  in  a  matter  where  the  price 
variations  hold  such  an  important  place,  an  application  of  the  ordi- 
naiy  laws  of  value  and  price  was  evident  in  the  phenomena  observed. 
On  the  other  hand,  much  light  has  been  thrown  upon  the  subject  by 
the  consideration  of  certain  characteristics  of  the  capitalistic  tech- 
nique of  production:  the  long  time  required  for  the  construction  of 
fixed  capital  and  the  necessary  maintenance  in  activity  of  a  very 
costly  equipment. 

What,  infact,  is  the  explanation  of  the  rhythm  of  price  ?  We  have 
had  recourse  to  the  laws  which  determine  that  which  is  called  the 
nuuket  price  of  merchandise.  At  any  moment  this  price  depends 
upon  supply  and  demand  or,  more  exactly,  the  curves  of  supply  and 
demand.  As  demand,  by  itself,  does  not  appear  to  have  any  reason 
for  alternately  increasing  and  decreasing,  and  as  production,  on  the 
oontraiy,  doea  present  fluctuations  of  that  nature,  it  is  the  rhyihr 
metic  variations  of  supply  that  I  have  held  responsible  for  the 
Qydical  oscillations  of  prices. 

Crises  have  been  supposed  to  result  more  particularly  from  oveiv 
production,  from  a  plethora  of  merchandise.  The  possibility  of 
ifeneral  (wer-^produdion  has  been  insisted  upon.  The  sense  has  been 
defined.  The  QeneraHty  of  over-production  does  not  indicate  its 
universality.  It  has  also  been  shown  that  production  need  not  be 
excessive  with  reference  to  the  totality  of  our  needs;  but  it  may  be 
too  ccMisiderable  for  the  satisfaction  of  the  needs  of  the  same  inten- 
dty  as  those  previously  satisfied,  too  conaderable,  consequently, 
not  to  lower  the  marginal  utility  and  the  prices  of  goods.  Still  that 
lowering  of  prices  does  not  indicate  in  itself  an  over-production, 
because  the  cost  may  not  also  lower  retroactively  in  like  proportions. 
Permanent  over-production  is  rationally  impossible. 

But  the  cyclical  movements  of  production  do  not  account  for 
those  of  price  except  under  the  conditions  created  by  the  technique 
of  capitalistic  production.  We  have  seen  also  that  during  pros- 
perity, because  of  the  time  necessary  for  the  construction  of  equip- 
rnent^  production  as  a  whole  may  increase  without  a  weakening  of 
prices.  The  increase  is  mainly  in  the  manufacture  of  industrial 
equipment.  Until  the  goods  be  finished  and  enter  into  service,  the 
need  for  fixed  capital  and,  oonsequentiy,  the  need  for  consumption 
goods  or  direct  services  remains  unsatisfied.  The  under-production 
of  these  last  named  goods  or  services  perosts  in  s^nte  of  the  great 
piroducttve  effort  which  only  prepares  a  future  abundance.  The 
increase  of  the  prices  of  these  goods  supports  the  scaffolding  of  hi^^ 
priees*    When  the  former  prices  are  depressed  the  construction  of 
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fixed  capital  greatly  slackens.  But  the  efficient  equipment  be- 
queathed by  the  preceding  period  which  must  be  kept  emidoyed 
because  of  its  high  cost,  the  large  quantities  of  fixed  capital  placed 
in  process  of  manufacture  during  prosperity  and  finished  only  in  the 
first  years  of  the  depresfflon  make  the  over-production  of  consimip- 
tion  goods  lasting.  Therefore  the  general  slump  in  prices  is  main- 
tained. 

The  rebound  of  these  phenomena  is  evident  in  a  multitude  of 
manifestations  of  economic  and  social  life.  The  law  regulating  the 
prices  of  the  services  of  the  agents  of  production  is  also  of  moment. 
The  rh3rthm  of  prices  is  followed  by  a  rhythm  of  wages,  interest,  and 
profits.  In  its  turn  the  rhythm  of  income  or  weil-b^g  influences 
the  movements  of  population,  marriages,  births,  pauperism,  crimi- 
nality, the  payment  of  taxes,  and  a  host  of  other  things.  .  .  . 

What  is  the  explanation  of  the  rh3rthm  of  production? 

We  must  still  appeal  to  the  laws  of  value  and  price.  But  it  is  a 
question  now  not  only  of  market  price  but  of  normal  price.  In  spite 
of  the  diversity  of  scientific  conceptions  concerning  value  it  is  agreed 
that  there  is  a  tendency  of  market  price  to  gravitate  toward  normal 
price  due  to  the  action  of  market  price  on  production.  Increase 
of  price  above  the  normal  price  stimulates  production  which  ends  by 
depressing  the  price.  The  decrease  of  the  market  price  favors  a 
cessatiob  of  pitduction  which  ends  by  beginning  tmew  the  same 
sequence. 

But  here  the  law  of  value  is  not  sufficient  to  account  for  the  con- 
siderable rhythm  of  production,  the  regular  alternation  of  several 
years  of  over-production  and  under-production,  or  of  over  and 
under-capitalization,  without  bringing  capitalistic  production  into 
the  explaiiation.  Without  doubt  the  direct  factor  in  the  successive 
excesses  in  opposite  directions  consists  in  the  faulty  foreoght  of 
enterprisers  and  others.  But  it  is  the  capitalistic  technique  which 
renders  this  faulty  foresight  inevitable. 

During  prosperity  the  increase  of  price  makes  the  development 
of  production  possible.  But  this  development  does  not  take  place 
until  the  previous  construction  of  the  necessary  equipment.  As 
this  construction  takes  a  long  time,  there  is  an  insufficient  satisfac- 
tion of  wants,  and  a  persistence  of  high  prices  during  all  this  time, 
induced  by  new  orders,  new  manufactures  of  industrial  equipment, 
and  above  all  by  its  manufacture  in  excessive  quantities,  and  by 
over-capiializaiian.  This  over-capitalization  finally  ends  by  becom- 
ing apparent  in  proportion  as  the  fraction  completed  bears  to  the 
new  equipment.  O^er-production  is  then  revealed.  Prices  drop. 
The  criffls  breaks. 

During  the  depression  which  follows,  the  drop  in  prices  brings 
about  a  slackening  of  production.    But  because  of  caintalistio  pro- 
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duction  that  which  decreases  umnediately  is  only  the  manufacture 
of  new  fixed  cai»tal.  The  excess  of  the  finished  equipment,  increased 
by  new  deliveiies,  the  over-abundance  of  consumption  goods,  due 
to  a  costly  equipment  that  must  be  operated,  prolongs  the  down- 
ward trend  of  prices.  Just  so  long  as  this  slump  in  prices  continues 
there  is  no  inducement  to  extend  the  existing  equipment.  Under* 
capiUdxtaJtUm,  then,  takes  place,  which  prepares  for  the  return  of 
under-production  and  prosperity.  .  .  . 

It  is  the  modem  time-using  capitalistic  production,  the  peiv 
manence  of  fixed  capital,  and  the  inability  of  men  to  correctiy  esti- 
mate the  future  that  cause  crises.  If  we  should  produce  directiy 
and  immediately  the  consumption-goods  required,  cycles  and  peri- 
odic crises  would  be  unknown.  In  such  case  a  lack  of  merchandise 
would  be  a  ''  long  time  "  lack,  another  question. 

The  chief  objection  to  Aftalion-s  theory  has  already  been 
stated  —  inconsistency  with  the  established  sequence  of 
price  changes  of  producers'  and  consumers'  goods.  Possibly 
this  inconsistency  can  be  explained;  but  if  so,  the  explanation 
has  not  been  given.  That  the  roimdabout  process  of  pro- 
duction is  of  primary  importance,  and  that  price  influences 
production,  and  production,  in  its  turn,  influences  price,  as 
Aftalion  explains,  both  being  factors  in  business  cycles,  — 
all  this  few  will  deny.  But  it  remains  true  that  Aftalion's 
solution  is  speculative  and,  at  one  point  at  least,  does  not 
agree  with  known  facts. 

Valuable  data  and  acute  analyses  are  to  be  found  in  Les 
crises  ptriodiquee  de  surprodxictUm.  The  author  begins  his 
work  with  a  study  of  prices.  He  finds  marked  periodicity; 
that  the  prices  of  foodstuffs  participate  slightly  in  this 
periodicity;  that  the  contention  that  minerals  fall  first  in 
price  is  not  confirmed;  that  various  industries  have  distinctive 
price  movements.  He  discusses  the  effects  of  price  move- 
ment on  wages,  interest  and  profits,  the  more  important 
conclusions  being  as  follows:  wages  move  with  prices  but 
lag  behind  the  latter;  there  is  a  long  time  upward  trend  of 
wages;  physical  productivity,  at  least  in  coal  and  iron  mines 
and  steel  manufacture,  increases  during  depression;  high 
prices  during  prosperity,  however,  more  than  compensate 
employers  for  the  decrease  in  physical  productivity;  oscilla- 
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tions  in  wages  appear  to  be  in  the  same  direction  as  the  oscilla- 
tions in  productivity  measured  in  value;  on  an  average  real 
wages  increase  20  %  in  prosperity  and  decrease  7  %  in  depres- 
sion; fluctuations  of  the  rate  of  interest  are  similar  but  not  as 
violent  as  those  of  prices;  prices,  then  profits,  and  finally 
interest  rates,  increase  during  prosperity;  increasing  prices 
tend  to  make  people  value  present  goods  higher  in  terms  of 
future  goods;  in  prosperity,  with  a  larger  number  of  workers, 
the  marginal  physical  productivity  of  capital  increases; 
profits  move  with  prices  but  fluctuate  more  violently;  during 
depression  there  is  a  decrease  of  real  cost  and  with  the  return 
of  prosperity  a  slackening,  at  least,  of  its  diminution;  indus- 
trial concentration  increases  during  depression  by  the  elimi- 
nation of  marginal  establishments;  competition  and  the 
"  law  of  least  effort "  show  their  effects  most  strongly  dur- 
ing depression  and  the  law  of  diminishing  returns  during 
prosperity;  production  increases  during  prosperity  but  it 
is  not  certain  that  it  actually  decreases  during  depression, 
both  capital  and  production  having  a  long  time  iq)ward 
trend. 

The  second  volume  of  Aftalion's  work  is  an  extensive 
account  of  the  periodic  movement  of  production,  the  primary 
cause  of  business  cycles,  and  of  the  influences  of  the  secondary 
causes,  such  as  variations  in  demand  because  of  variations  in 
wages,  interest  rate,  and  profit,  and  the  effects  of  speculation 
and  saving.  Because  of  the  rdle  that  profits  play  in 
Mitchell's  theory  it  is  mteresting  to  note  what  Aftalion  has 
to  say  concerning  them: 

''  Besides  the  desire  to  benefit  from  the  high  price  of  goods 
manufactured  by  fixed  capital,  savings,  the  gross  profits 
from  industrial  enterprises  constitute,  then,  leading  causes 
of  the  increase  of  demand  and  prices  of  capital  goods  during 
prosperity  and  of  the  decrease  during  depression.  We 
have  here,  therefore,  factors  which  generalise  and  accentu- 
ate the  alternating  price  movements.  But  it  is  necessary 
to  repeat  that  they  are  secondary  factors.  The  move- 
ments of  income  and  savings  which  act  thus  upon  prices 
are  merely  the  consequences  of  price  movements  which,  in 


Digitized  by 


Google 


REVIEW  807 

tuniy  are  due  to  variations  in  the  supply  of  merchandise  " 
(vol.  II,  p.  245). 

Aftalion  holds  that  the  rate  of  discount  and  bank  reserves 
move  in  a  contrary  direction  during  business  cycles  to  that 
required  by  the  quantity  theory  of  money.  He  accepts  Irv- 
ing Fisher's  equation  of  exchange  but  not  his  account  of  the 
action  and  interaction  of  the  elements  therein  appearing.  It 
would  seem,  however,  that  he  misconceives  Fisher's  meaning. 
He  calls  prosperity  "  a  period  of  over-work  during  which 
consumption  increases  less  rapidly  than  the  tasks  before  us  " 
(vol.  II,  p.  376). 

Mitchell  and  Aftalion  hold  that  money  and  banking  sys- 
tems do  not  cause  crises,  but  that  imperfect  systems  may 
convert  a  business  crisis  into  a  financial  panic.  Messrs. 
BUgram  and  Levy,  the  authors  of  The  Cause  of  Bueineee 
Depressians,  hold  that  the  legal  limitation  placed  upon  banks, 
especially  the  reserve  requirements,  the  restrictions  upon  the 
issue  of  bank  notes,  and  the  obligation  to  redeem  such  notes 
in  primary  money  upon  demand,  constitute  the  cause  of 
crises,  panics  and  depressions. 

Mr.  Bilgram's  "  strictly  deductive  line  of  mvestigation," 
as  he  calls  it,  leads  him  to  the  conclusions  that  economists 
are  teaching  ''  the  misconceptions  of  economic  history  which 
have  come  down  to  us  from  the  past "  (p.  467),  that  "  the 
recurring  economic  paroxysms,  known  as  financial  crises, 
which  are  followed  by  periods  of  industrial  depression,  are 
the  inevitable  outcome  of  the  arbitrary  limitation  of  the 
volume  of  currency,"  and  that  "  this  same  cause  gives  rise  to 
the  most  grievous  of  the  many  forms  of  social  and  economic 
mjustice  that  are  so  loudly  crying  for  redress  throughout  the 
modem  world  "  (p.  511). 

The  argument  runs  thus :  "  The  volume  theory  of  the  value 
of  money  "  is  inconsistent  with  facts  and  untenable.  "  Money 
does  not  owe  its  value  to  the  demand  for  a  medium  of  ex- 
change, nor  to  any  law  authorising  the  issue  of  such  medium, 
but  exclusively  to  the  value  of  that  of  which  the  money  con- 
sists, be  it  the  standard  commodity  gold,  or  credit  expressed 
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in  tennB  of  that  commodity ''  (p.  155).  "  The  time-honored 
notion  that  money  is  paid  to  the  lender  of  money  for 
the  ufle  of  '  capital '  is  groundless  "  (p.  280).  ''  Investigar 
tion  discloses  the  fact  that  what  the  borrower  is  after  is 
money  and  that  the  mterest  which  he  pays  to  the  lender  of 
money  is  paid  for  the  use  of  money  and  not  for  the  use  of 
capital "  (p.  277).  ''  It  follows  that  if  the  total  demand 
for  money  is  not  supplied,  competition  will  tend  to  put  a 
premiimi  on  its  use.  Interest  is  accordingly  paid  on  money 
because  of  its  inadequacy  to  meet  the  demand  of  those  who 
need  it  for  the  exchange  of  their  products  or  services,  and, 
as  we  shall  see  later,  this  competition  raises  the  rate  of 
interest  as  high  as  the  market  will  bear,  indeed,  so  high  as 
to  exert  a  destructive  effect  upon  the  market "  (p.  317). 
In  a  business  depression  '^  (he  general  over-supply  of  things  and 
services  offered  for  exchange  can  be  accounted  for  only  by  an 
equal  under-supply  of  the  medium  of  exchange.  .  .  .  The 
arbitrary  control  of  the  volume  of  currency,  accordingly ,  is  not 
only  the  cause  of  the  predatory  power  of  weaUh,  but  also  the 
cause  of  industrial  stagnation  "  (p.  363).  The  remedy,  there- 
fore, is  for  the  government  to  advance  notes  to  banks  freely 
on  the  security  of  their  assets,  including  loans  on  r6al  estate 
security,  and  national,  state  and  municipal  bonds;  such  notes 
to  be  redeemable  in  gold  by  the  govenunent,  but  not  by  the 
banks;  ''  the  gold  for  this  latter  fimd  could  be  obtained  by 
requiring  every  bank  applying  for  ciurency  to  furnish  not 
only  the  prescribed  amount  of  securities,  but  also  gold  to  the 
amount  of  such  percentage  of  the  ciurency  issued  as  experi- 
ence indicated  as  sufficient "  (p.  409).  The  Federal  Reserve 
Act  ''is  a  step  in  the  right  direction''  but  the  process 
of  issuing  the  currency  is  so  costly  (because  of  the  reserves 
required,  the  interest  rate  that  banks  rediscounting  will  be 
obliged  to  pay,  and  the  machinery  for  getting  the  notes  into 
circulation)  that  **  the  intention  of  the  law,  that  of  rendering 
the  business  world  independent  of  financial  disturbances, 
can  at  best  be  but  partially  realized  "  (p.  518). 

For  a  thoro  criticism  of  The  Cause  of  Business  Depres- 
sums  one  would  need  to  cover  the  entire  field  of  economics, 
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an  uncalled  for  proceeding.  It  is  uncalled  for,  because  Mr. 
Bilgram  does  not  adequately  support  his  economic  heresies 
with  statistical  and  other  data;  because  the  crises  in  England, 
France,  Germany  and  Canada  are  not  analysed  with  reference 
to  their  currency  fifystems;  and  because  he  does  not  recognize 
the  contributions  made  by  contemporary  economists.  For 
example,  he  discusses  money  theory  without  reference  to 
Irving  Fisher  or  Laughlm,  the  wage  fund  theory  without 
reference  to  Taussig,  and  marginal  productivity  without 
reference  to  Clark.  The  authors  most  frequently  quoted  by 
Mr.  Bilgram  are  Adam  Smith,  Ricardo,  Mill,  Marx,  Henry 
George,  Simon  Newcomb  and  Bdhm-Bawerk.  In  the  main, 
he  disagrees  with  their  systems,  except  that  he  endorses  the 
Ricardian  theory  of  rent  and  labor  theory  of  value,  and  the 
marginal  utility  concept.  He  holds  that ''  rent  .  .  .  equals 
the  advantages  which  the  land  employed  affords  over  mar- 
ginal land,  and  therefore  depends  on  relative  fertility  and 
advantages  of  location  "  (p.  239);  that  "  pure  mterest "  is 
clearly  traceable  to  a  monopoly  uphdd  by  law ''  (p.  350),  that 
is,  to  "  arbitrary  restrictions  on  the  natural  expansion  of  the 
means  of  exchange ''  (p.  512);  that  labor  must  take  ''  what 
is  left  after  rent  and  interest  is  paid  "  (p.  360),  and  that ''  the 
apparent  power  of  capital  to  grow  is  really  a  power  to  acquire 
an  unearned  share  of  the  results  of  labor  performed  by  those 
who  work  "  (p.  468). 

In  conclusion,  the  reviewer  commends  especially  Mitchell's 
BusinesB  Cydea  because  of  its  excellent  statistical  discussions, 
numerous  diagrams  and  clear  presentation.  This  work  offers 
good  suggestions  for  bettering  barometers  for  the  forecasting 
of  business  conditions.  ,  As  Mitchell  says, ''  experience  sup- 
ports the  current  belief  that  occasional  crises  are  inevitable  " 
(p.  550)  .  .  .  but,  nevertheless,  ''what  has  been  abeady 
accomplished  in  these  directions  toward  controlling  our  busi- 
ness machinery  may  well  be  the  earnest  of  greater  achiev- 
ments  in  the  futiu^  "  (p.  586).  The  Federal  Reserve  Act 
is  designed  to  prevent  the  recurrence  of  financial  panics  in  this 
country.     The  proposals  to  use  governmental  activities  **  as 
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a  balance  wheel  to  steady  the  busmess  mechanism  "  now 
bemg  tried  on  French  railways '  and  advocated  by  the  Webbs 
in  Eingland,'  aim  to  diminish  the  severity  of  depressions. 
These  proposals  demand  thoro  consideration  by  economists 
and  governmental  officials  everywhere. 

Warren  M.  Persons. 
Colorado  Colubob. 


>  See  BapporU  tur  lee  indieee  dee  orieee  ^oonomiques  et  nir  lea  meeune  iliuuieidrae 
propres  k  attAnuer  lee  efadmagee  rteuIUnt  de  oee  oriaee,  •  coverament  publioAtion  ianed 
in  1911  by  the  Franoh  Minister  of  Labor. 

s  The  Preyention  of  Deetitution.  (London,  1912.)  Cf.  MitofaeU'a  Buaneee 
Cyclee,  p.  687. 
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NOTES  AND  MEMORANDA 


"UNEARNED  INCREMENTS,"  LAND  TAXES, 
AND  THE  BUILDING  TRADE 

The  point  has  been  made  by  opponents  of  the  single  tax 
that  the  *'  unearned  increment  "  in  land  values  is  an  incentive 
to  building:  that  buildings  which  are  expected  to  depreciate 
through  obsolescence  are  often  put  on  land  that  is  rismg  in 
value  in  the  expectation  that  the  appreciation  of  the  land  will 
offset  the  depreciation  m  the  building;  and  that  consequently 
a  tax  which  destro3rs  the  increment  in  land  values  would 
check  buildmg  operations,  instead  of  encouraging  them  as  the 
single  taxers  contend.  Hie  argument  has  been  buttressed  by 
reference  to  the  principle  that  earnings  tend  to  be  equalised 
in  different  lines  of  investment,  so  that  if  the  building  trade 
offered  the  normal  return,  and,  in  addition,  an  increment  in 
land  value,  there  would  be  a  tendency,  under  competitive 
conditions,  for  capital  to  crowd  into  the  building  trade  to  such 
an  extent  as  to  reduce  this  joint  gain  to  a  point  not  exceeding 
the  normal  return  in  other  Imes.  The  reduction  is  expected 
to  come  about,  in  this  case,  by  a  depreciation  in  the  capital 
invested  in  building. 

The  writer  does  not  favor  the  single  tax.  He  is,  however, 
convinced  that  this  particular  argument  against  the  single 
tax  is  unsound.  One  rather  obvious  difficulty  presents  itself: 
the  case  is  possible  only  where  the  same  man  owns  both  land 
and  building.  If ,  as  is  the  case  to  a  large  extent  in  Baltimore, 
and  to  a  considerable  extent  in  other  cities,  buildings  are  put 
up  on  leased  land,  the  builder  has  no  such  inducement, 
because  he  will  not  himself  benefit  by  the  rising  land  value. 

The  fact  that  buildings  on  leased  land,  and  buildings  owned 
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by  the  landlord  compete  in  the  same  market  raises  a  strong 
a  priori  presumption  against  the  doctrine  under  discuasioiL 
The  man  building  on  leased  land  would  be  at  a  hopeless  dis- 
advantage in  such  a  competition.  A  closer  analysis  will 
show  that  the  increment  in  land  values  performs' no  such 
function  as  that  assigned. 

That  buildings  may  be  erected  where  rapid  depreciation 
is  to  be  expected  is  not  denied.  That  this  may,  and  fre- 
quentiy  does,  occur  on  land  where  the  increment  in  land 
value  IB  rapid  is  not  denied.  Land  whose  value  is  increasing 
rapidly  may  very  well  be  land  of  which  the  best  possible  uses 
are  changing  rapidly,  and  consequently  land  on  which  build- 
mgs  may  be  expected  to  depreciate  rapidly^  through  obso- 
lescence. But  it  is  denied  that  the  amount  of  the  increment 
in  land  value  has  any  connection  whatever  with  the  amount 
of  depreciation  in  buUding  which  is  voluntarily  suffered. 

The  matter  is  best  put  in  an  illustration.  Assume  a  man 
who  has  a  piece  of  limd  worth  $50,000,  and  free  capital  of 
S30,000.  Assume  an  annual  increment  to  the  land  value  of 
$2000.  The  owner  has  two  options:  he  may  leave  the  land 
idle  and  invest  his  $30,000  at,  say,  six  per  coit  in  industry,  in 
which  case  his  return  is  $3800  per  year  (counting  the  incre- 
ment); or,  he  may  apply  his  $30,000  to  the  land  by  buUding 
upon  it,  and  so  unlock  the  potentialities  of  the  land,  causing 
it  to  yield,  say,  four  per  cent,  or  $2000,  maldng  his  total 
yearly  return  $5800  (again  coimting  the  increment).  It  is 
clear  that  in  this  latter  case  the  owner  gains  if  the  depredation 
of  the  building  is  anything  short  of  $2000  per  year.  But  the 
$2000  which  offsets  the  depreciation  is  not  the  increment  to 
the  land  value,  but  the  extra  $2000  that  comes  from  putting 
the  land  to  use.  Varying  the  sice  of  the  increment  leaves  the 
situation  unchanged.  Assume  an  increment  of  $12,000  per 
year:  he  can  still  tolerate  only  $2000  per  year  depreciatioiL 
By  using  his  first  option,  he  would  in  that  case  have  an  annual 
gain  of  $13)800;  by  using  his  second  option,  an  annual  gain 
of  only  $15,800,  still  only  $2000  to  spare.  Assume  no  incre* 
ment  at  all:  he  has  still  the  same  $2000  margin  for  deprecia- 
tion.    The  increment  is  wholly  irrelevant.     The  significant 
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factor  is  the  possible  addition  to  his  income  from  releasing  the 
earning  power  of  the  land. 

A  different  mode  of  reckoning  would  be  compelled  if  the 
builder  were  building  on  leased  land.  In  that  case,  he  would 
offer  as  the  annual  rent  of  the  land  only  that  part  of  the  S2000 
rent  attributed  to  the  land  in  our  figures  above,  which  is  left 
after  amortizing  the  depreciation  on  the  building.  Properly 
speaking,  land  in  the  situation  assumed  would  really  contrib- 
ute only  that  residuum  to  the  joint  product. 

It  is,  of  course,  possible  that  an  owner  of  a  building  who 
also  owned  the  appreciating  land  on  which  it  is  built  would  not 
feel  called  upon  to  set  aside  out  of  gross  mcome  a  sum  to 
amortize  the  depreciation  of  his  building;  that  he  might 
spend  it  all,  rel3ring  on  the  increment  in  land  value  to  serve 
as  security  for  the  capital  later  to  be  needed  for  a  new  build- 
ing. But  in  that  case  the  increment  would  be  off-setting,  not 
the  depreciation,  but  the  owner's  expenditure  of  his  capital 
for  consumption  purposes.  The  increment  would  then  make 
possible,  not  more  building,  but  extravagance.  But  that  the 
increment,  which  is  a  constant  factor  whether  the  land  is 
built  upon  or  not,  should  have  any  influence  on  a  decision  to 
build  or  not  to  build,  is,  on  the  face  of  it,  impossible. 

It  should  be  noted,  also,  that  an  extra  tax  on  land 
for  the  purpose  of  encouraging  building  might  be  similarly 
barren  of  results.  If  the  tax  is  a  constant  factor,  whether  the 
land  is  built  upon  or  not,  in  what  way  could  it  affect  the 
decision  to  build  ?  A  special  tax  on  unoccupied  land  alone 
would  cause  more  building,  but  factors  which  are  constant 
r^ardless  of  the  decision  do  not  count  among  the  pros  and 
cons.^  It  should  be  added,  however,  that  smce  buildings  are, 
under  our  general  property  tax,  in  fact  more  heavily  taxed 
than  most  other  forms  of  capital,  an  application  of  the  single 
tax  would  relieve  buildings  of  a  disproportionate  burden,  and 
so  somewhat  stimulate  building  at  the  expense  of  other  forms 
of  enterprise. 

The  principle  mentioned  in  the  first  paragraph,  that  earn- 
ings in  all  lines  of  investment  tend  to  be  equalized,  so  that  a 

>  My  Attention  wm  oiOlcd  to  tUt  othsr  dd«  of  tho  mntter  br  one  of  my  ■tudante, 
Mr.  R.  S.  Merrinm.  AJB.,  Harraid,  1914. 
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gain  through  incremeiits  in  land  values  tends  to  be  offset 
elsewhere,  has  been  recognized  in  the  foregoing  argument. 
Our  numerical  illustration  assumed  a  six  per  cent  return  for 
the  130,000  free  capital,  but  allowed  a  return  of  only  four 
per  cent  on  the  $60,000  in  appreciating  land.  The  writer 
believes  that,  in  general,  appreciating  land  does  yield  a  low 
percentage  on  its  capitalization,  and  that  this  fact  ade- 
quately represents  the  working  of  the  principle  referred  to, 
when  account  is  taken  of  the  speculative  character  of  the 
"  unearned  increment.'' 

These  observations  are  designed  merely  to  narrow  the  issue 
between  the  single  taxers  and  their  opponents,  by  blunting 
some  of  the  weapons  on  both  sides.  They  cover  only  a  small 
part  of  the  points  in  controversy. 

B.  M.  Andbbson,  Jr. 

HjkBTABD  UnIVBBSITT. 


ABRAHAM  LINCOLN  ON  THE  TARIFF:  A  MYTH 

Those  who  have  followed  the  campaign  literature  on  the 
tariff  during  recent  years  will  have  become  familiar  with  a 
phrase  attributed  to  Abraham  lincoln.  The  following  ver- 
sion is  taken  from  Curtiss's  Industrial  Development  of  Nations 
(1912),  a  pretentious  three-volume  publication,  in  which  are 
collected  indiscriminately  all  sorts  of  protectionist  aiguments. 
Under  a  i>ortrait  of  Lincoln  this  is  printed:  — 

"  I  do  not  know  much  about  the  tariff,  but  I  know  this  much,  when 
we  buy  maaufactiired  goods  abroad,  we  get  the  goods  and  the 
foreigner  gets  the  money.  When  we  buy  the  manufactured  goods  at 
home,  we  get  both  the  goods  and  the  money."  ^ 

1  Vol.  iJi,  p.  6.  Ebewhere  in  the  book  the  venion  is  in  somewhat  different  fonn: 
**  Abraham  linooln  said:  *  When  an  AinJHcan  paid  $20  for  steel  rails  to  an  English 
manufacturer,  Amerioa  had  the  steel  andfin^^nd  had  the  $30.  But  wiwn  he  paid  t2K> 
for  the  steel  to  an  American  manufactuiibr,  America  had  both  the  steel  and  the  $20.'  " 
Ibid.,  Tol.  ii,  p.  471.  —  This  obviously  m  an  anachronism,  since  such  a  thing  as  a  steel 
rail  was  unknown  in  Lincoln's  time. 
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No  reference  is  given  by  Curtiss  to  Lincoln's  writings;  nor 
is  such  a  reference  given  in  any  place  where  I  have  found  the 
phrase  quoted.  A  careful  examination  of  the  various  editions 
of  Lincobi's  published  works  brings  to  light  nothing  that 
remotely  resembles  it.  There  is  nothing  in  either  of  the  two 
editions  of  his  writii^  put  together  by  Nicolay  and  Hay,  nor 
is  thereanything  in  the  socalled  Federal  Edition.  Nicolay  and 
Hay's  Z/i/eyields  nothingof  thesort^nor  any  of  the  biographies. 
So  with  Lincobi's  Speeches  in  Congress  and  his  Messages  to 
Congress.  There  is  no  lack,  to  be  sure,  of  references  to  the 
tariff  by  Lincoln.  He  b^^  his  political  career  as  a  Whig, 
and  remained  a  protectionist;  tho  during  the  decade  preced- 
ing the  war  his  political  insight  led  him  to  put  it  aside  as  an 
issue  on  which  to  appeal  to  the  people.  Those  who  are  in- 
terested in  the  history  of  the  tariff  controversy  may  find  it 
worth  while  to  turn  to  some  notes  of  his,  written  in  1846-67, 
containing  a  sketch  of  an  address  on  the  tariff.  Here  the 
main  thought  is  that  labor  given  to  transporting  a  commodity 
from  foreign  countries  is  wasted,  if  the  commodity  can  be 
produced  within  the  country  with  as  little  labor  as  elsewhere.^ 
This  may  be  an  echo  of  some  of  Carey's  well-known  utter- 
ances; and  it  could  be  made  the  text  for  some  explanation  of 
the  principle  of  comparative  cost.  A  passage  of  a  similar  sort 
is  in  an  address  made  at  Pittsburg  in  1861,  indicating  that 
Lincoln  had  kept  this  particular  turn  of  reasoning  in  m^ld. 
But  there  is  not  the  slightest  suggestion  of  the  much-quoted 
phrase. 

Now,  what  is  the  history  of  the  phrase  7 

The  very  first  mention  which  we  have  found  *  is  in  1894,  in 
the  American  Economist,  a  weekly  protectionist  sheet  pub- 
lished in  New  York.  In  that  periodical  for  June  29, 1894,  the 
following  is  given  as  having  been  copied  from  the  Independent 
of  Howard,  Illinois,  of  June  9,  1894:  — 

''  Lincoln's  first  speech  on  the  tariff  question  was  short  and  to  the 
point.   He  said  he  did  not  pretend  to  be  learned  in  political  economy, 

1  Linooln'i  Complete  Wortv  (2  vol.  edition),  roL  i,  p.  90.  Of.  p.  079  for  the  Pitte- 
burg  addreee. 

fl  I  gg^  **  yf^"  becauee  in  the  endeavor  to  traoe  the  phrase  to  ite  origin  I  have  had 
invaluable  aniatanoe  from  Mr.  D.  M.  Matteaon,  well-known  for  hia  tboroneea  in  re- 
March  on  problema  of  American  hiatory. 
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but  he  thought  that  he  knew  enouf^  to  know  that '  when  an  Ameri- 
can paid  twenty  dollars  for  steel  to  an  English  manufacturer,  Amer- 
ica had  the  steel  and  England  had  the  twenty  dollars.  But  when  he 
paid  twenty  dollars  for  the  sted  to  an  American  manufacturer, 
America  had  both  the  steel  and  the  twenty  dollars/  " 

In  a  later  issue  (Oct.  26)  of  the  American  Economist  of  that 
same  year,  it  is  stated  that  another  newspaper,  the  Peoria 
Journal,  protested  that  the  "  goods  and  money  "  speech  was 
made  at  Kewanee;  while  still  another  newspaper,  the  Chicago 
Recordj  pointed  out  that  this  version  was  not  at  all  in  accord 
with  Hemdon's  report  of  Lincobi's  first  speech.^ 

That  the  phrase  was  not  current  before  1894,  at  least  in  its 
attribution  to  Lincoln,  and  probably  was  not  known  at  all,  is 
indicated  by  its  absence  from  those  collections  of  opinions  of 
'^  the  fathers  "  which  form  a  familiar  part  of  the  protectionist 
stock  in  trade.  It  is  not  to  be  found  in  Stebbins'  American 
Pratectianiat's  Manual  (1883) ;  tho  Idncohi  is  there  mentioned 
as  being  '*  in  favor  of  a  high  protective  tariff .''  Nor  is  it  in  a 
tract  published  in  1892  by  the  American  Iron  &  Steel  Asso- 
ciation, imder  the  title  The  Testimony  of  the  Fathers.  The 
tract  contains  a  choice  collection  of  excerpts  from  the  utter- 
ances of  Hamilton,  Jefferson,  Calhoun,  Webster,  Clay,  even 
Fillmore  and  Buchanan;  but  not  a  word  from  Lincoln.  Nor 
is  it  used  with  any  frequency  for  some  years  after  its  first 
appearance  in  1894.  But  after  1900  it  turns  up  repeatedly  in 
the  file  of  the  American  Economist:  in  1901,  in  1905,  twice  in 
1906,  again  in  1908.*  After  the  very  first  appearance,  the 
commodity  mentioned  seems  to  be  invariably  rails,  —  some- 
times iron  rails,  sometimes  steel  rails.    Usually,  a  newspaper 

1  Mr.  Mftttoaon  reporto  that  Howard  appeared  on  the  maps  until  about  1902;  sinoe 
then  a  vfllace  at  the  same  spot,  —  a  mere  Junction-point,  apparently,  —  is  named 
*'Lotiu*'onthemap.  It  is  in  the  northweet  oomer  of  Champaign  County,  forty  mflee 
from  linoohi*!  early  home  at  New  Salem.  Mr.  Matteeon  adds:  *'  I  am  forced  to  the 
eonclusion  that  the  Howard  Independent  ia  a  myth,  or  at  least  a  miqirint.  The  post- 
master at  Lotus  writes  me  that  no  paper  has  ever  been  printed  there;  and  there  is  no 
other  town  in  niinois,  so  far  as  I  have  been  able  to  discover,  with  whioh  the  name 
Howard  is  associated.  No  Howard  Independent  was  published  elsewhere  in  the  United 
SUtes,  aoootdinc  to  the  newep^ier  directories  of  1891,  1894-96,  and  the  last  issue.*' 

t  May  la  1901;  June  9, 1905;  F^.  16  and  Deo.  21, 1906;  Dee.  18. 1908;  Dec  23. 
1910.  The  set  of  the  American  Economist  in  the  Harvard  library  is  not  oomplete; 
there  vaay  be  other  refet«noes  in  the  miasins  aumbers. 
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18  quoted  as  having  used  the  phrase  or  reported  its  use.  Thus, 
in  1905,  the  followmg  is  quoted  from  the  Worcester  Tele- 
gram:  — 

"  Senator  Scott  of  West  Virginia  is  scored  in  some  places  for  quoting 
Preddent  Uncobi  in  support  of  the  policy  of  standing  pat  on  the 
Tariff  issue,  and  some  of  the  critics  appear  to  douht  tlut  Uncohi 
ever  used  the  words  attributed  to  him.  The  words  at  least  are  good 
enough  to  have  been  used  by  the  war  President.  Senator  Scott  says : 
'  President  Lincoln  once  remarked  that  if  we  gave  $30  a  ton  for  iron 
rails  made  in  this  country  we  would  have  both  the  rails  and  the 
money,  but  if  we  bought  them  in  England  the  rails  only  would  be 
ours,  while  the  Britishers  would  get  the  cash.'  .  .  .  Neither  does  it 
matter  .  .  .  whether  the  raUs  ...  are  iron  of  the  days  of  Lincoln 
or  tiie  steel  of  today." 

In  1908,  again,  the  then  Secretary  of  the  Treasury,  Leslie  M. 
Shaw,  is  quoted  in  the  Economist  as  having  used  the  quotation 
in  a  Boston  speech. 

The  first  appearance  for  express  campaign  use  appears  to  be 
in  1904.  The  phrase  is  to  be  found  in  the  Republican  Cam* 
paign  Book  of  that  year.  In  earlier  campaign  books,  for 
1892,  1896,  1900,  it  does  not  appear;  altho  in  that  of  1896 
Lincoln  is  cited  as  an  advocate  of  protection.  Evidently  the 
phrase  was  not  widely  known  during  these  earlier  years.  In 
the  Campaign  Book  of  1904,  there  is  an  extended  quotation 
from  Lmcofai's  tariff  notes  of  1846--47  (referred  to  a  moment 
ago)  and  then  at  the  close  we  find:  — 

"  On  another  occasion  Mr.  Lincoln  is  quoted  ^  as  saying:  '  I  am  not 
posted  on  the  tariff,  but  I  know  that  if  I  give  my  wife  twenty  dollars 
to  buy  a  cloak  and  she  buys  one  made  in  free-trade  England,  we  have 
the  doak,  but  England  has  the  twenty  dollars;  while  if  she  buys  a 
cloak  made  in  the  protected  United  States,  we  have  the  cloak  and 
the  twenty  dollars.' " 

Here,  it  will  be  observed,  *^  a  cloak  "  appears.  In  a  speech 
by  McCleary  of  Minnesota,  in  the  House  of  Representatives, 
April  22, 1904,*  "  a  dress  "  and  "  my  wtfe  "  appear,  with  the 

1  Italim  are  mliM.  The  guarded  way  in  iHdeh  the  immmcb  h  need  would  aeem  to 
iadieate  mepieion.  It  doee  not  appear  in  the  BopubttMu>Ca—P><inHaiidbooke  of  1908 
and  of  1M3. 

<  GoBsreMional  Reoord.  08  Cong.,  3  SeMJon,  appendiz.  p.  946. 
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same  sum  of  $20.  It  may  be  that  the  campaign  book  version 
of  1904  was  taken  from  McCIeary's  speech. 

In  1910  the  phrase  appears  conspicuously  in  a  booklet  en- 
titled Story  of  a  Tariff,  published  by  the  American  Protective 
Tariff  League,  —  the  organisation  which  publishes  the  Ameri- 
can Economist  also.  This  booklet  lauds  the  tariff  of  1909  as 
'*  the  best  tariff  bill  (sic)  the  Republican  party  ever  passed/' 
and  gives  a  quantity  of  extracts  from  speeches  on  that  meas- 
ure. On  the  inside  cover  page  there  is  printed  in  large  type 
"  Lincohi's  Tariff  Creed,"  in  these  words:  — 

*'  Secretaiy  Stanton  once  asked  Abraham  Lincoln  what  he  thought 
of  a  Protective  Tariff.  Mr.  linooln  replied:  '  I  don't  know  much 
about  the  Tariff,  but  I  do  know  that  if  my  wife  buys  her  doak  in 
America,  we  get  the  money  and  the  doak,  and  that  American  labor 
IB  paid  for  produdng  it;  if  she  buys  her  doak  abroad,  we  get  only 
the  doak,  the  other  country  gets  the  money,  and  foreign  labor  re- 
cdves  the  benefit.' " 

It  will  be  observed  that  this  is  somewhat  enriched.  Ameri- 
can labor  and  foreign  labor  are  smuggled  in;  and  not  only  is 
the  wife  introduced,  but  Secretary  Stanton  also.^ 

Not  the  least  interesting  episode  in  the  history  of  the  phrase 
is  its  voyage  across  the  water  and  subsequent  return  to  the 
United  States.  In  1908,  the  American  Economist  reports 
that  a  London  correspondent  has  written:  — 

''  An  interesting  devdopment  has  been  the  appeal  to  Abraham  Lin- 
ooln ...  as  the  final  authority  in  an  Eni^ish  fiscal  controvert. 
...  A  number  of  Unionist  papers  dosed  the  controven^  simul- 
taneously by  quoting  the  following  extract  from  a  speech  made  by 
Lincoln  shortly  before  his  death:  '  The  problem  seems  to  me  a  simple 
one.  If  we  adopt  Free  Trade  it  means  that  we  import  our  goods,  in 
which  case  the  foreigner  will  have  our  money  and  the  work,  and  we 
his  goods,    n,  however,  we  adopt  a  intern  of  Protection,  or  a  sys- 

>  In  response  to  sa  inquiry,  Mr.  W.  F.  Wakeman,  Seoretaiy  of  the  Ameciota  Pft>- 
teotiTe  Tariff  Leacue,  wrote  me  on  June  28, 1014:  **  About  five  yean  ago  I  took  up  this 
subjeet  of  what  Unooln  really  did  say  on  the  Tariff  Question  and  found  that  the  extract 
as  printed  is  eoneot.  I  oonsulted  the  family  and  every  possible  authority.  I  will  tiy 
to  ran  over  the  original  eorrespondenee  shortly  and  give  yon  additional  information  if 
desired."  But  the  information,  tho  asked  for.  has  not  been  supplied.  Mr.  Wakemaa 
was  Seoretaty  of  the  League  in  1894,  and  has  been  so  ever  rinee,  ezoept  in  1900-1901, 
when  he  was  Appraiser  in  New  York. 
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tern  of  safeguarding  our  indufitries  and  our  working  classes,  thereby 
manufacturing  the  goods  ourselves,  the  result  will  be  that  we  shall 
have  the  goods,  the  money,  and  the  employment.'  " 

It  will  be  observed  that  here  Linooln  is  supposed  to  have  made 
the  remark  shortly  before  his  death ;  whereas  on  its  emergence 
it  was  supposed  to  have  been  made  in  his  first  speech. 

Very  recently,  the  English  "  tariff  reformers  "  have  utilized 
it  agiun.  They  distributed  (apparently  in  the  course  of  1913) 
a  post  card  bearing  within  an  ornamental  scroll  the  following 
printed  text:  — 

"  I  do  not  know  much  about  the  tariff,  but  I  do  know  tliis  much: 
when  we  buy  goods  abroad,  we  g^t  the  goods,  and  the  foreigner  gets 
the  money:  when  we  buy  goods  made  at  home,  we  get  both  the  goods 
and  the  money."  —  Abraham  Lincoln. 

This  naturally  led  to  attack  by  free  traders,  in  the  colmnns  of 
the  Manchester  Guardian.  The  Guardian  in  turn  made  its 
way  to  this  country,  and  thereupon  our  loyal  protectionists 
were  led  to  retort  that  this  shallow  newspaper  "  in  an  im- 
guarded  moment  recently  allowed  its  finespun  theory  of  free 
trade  to  come  into  direct  conflict  with  the  protectionist  com- 
mon sense  of  Abraham  Lincoln."  ^ 

Finally,  the  phrase  has  descended  to  base  uses  indeed.  In 
recent  issues  of  New  York  newspapers,  a  brand  of  shoes  is 
advertised  as  '^  made  from  American  materials,  with  home 
labor  and  by  home  capital,"  and  then  follows  the  precise  pas- 
sage quoted  a  moment  ago  from  the  Story  of  a  Tariff  of  1910, 
with  the  interpolations  about  American  labor  and  foreign 
labor,  and  the  reference  to  Secretary  Stanton.  The  ad- 
vertisement, however,  seems  not  to  have  been  found 
advantageous.  The  advertiser  was  overwhelmed  by  a  host 
of  inquiries,  and  made  a  public  reply  in  which  he  withdrew 

I  See  the  Textile  Reeoid  (Boeton),  July,  1913.  I  have  been  able  to  aeoure  little  in- 
formation about  the  British  epiKxie.  The  literary  Seeretary  of  the  Tariff  Beform 
Leacue  writee  me:  "  We  have  no  poet-eard  eontaining  the  quotation  from  Linooln,  nor 
to  the  beet  of  my  knowledge  hare  we  ever  ieeued  eueh  a  poet-eard.  .  .  .  The  quoti^ 
tioB  ie  of  eouree  well  known  to  ue,  and  it  ie  quite  poenble  we  may  hare  referred  to  it 
in  our  '  Monthly  Notes,*  though  not  in  any  reeent  year*.*'  Another  oonespondent  in 
England  euggeete  that  a  braneh  of  the  League  may  have  oiroulated  the  oard. 
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behind  the  shelter  of  the  Protective  League  and  its  publica- 
tions; and  he  refrained  from  continuing  the  advertisement.^ 
It  seems  certain  that  the  phrase  is  apocryphal.  There  is  no 
evidence  that  Lincoln  ever  used  it.  Further  search  may  show 
just  how  it  originated.  Possibly  the  claptrap  about  the 
"  goods  and  the  money ''  was  invented  before  it  was  foisted  on 
Lincoln;  possibly  it  was  ascribed  to  him  at  an  earlier  date 
than  the  first  here  noted  (1894).  By  dint  of  repetition  it  has 
come  to  be  associated  with  Lincoln  almost  as  much  as  the 
cherry  tree  is  associated  with  Washington.  So  crude  is  the 
reasoning  (if  such  it  can  be  called),  so  vulgarly  fallacious  is 
the  antithesis,  that  we  must  hope  that  it  will  cease  to  be  in- 
vested with  the  sanction  of  a  venerated  name.* 

F.  W.  Taussig- 
Habyabd  Uniysbsitt. 

1  The  ftdvertiseiDent  appeared  in  New  York  in  the  Journal  of  Ccnmneroe  and  the 
Times,  May,  1914;  perhaps  in  other  newspapers  also.  The  advertiser's  answer  to 
inquiries  was  in  the  Times  of  May  18. 

*  Binoe  this  note  was  prepared,  my  attention  has  been  called  to  a  letter  of  Mr.  Horaoe 
White's  in  the  New  York  Erening  Post  of  April  10,  1914.  Mr.  White  points  out  that 
nothing  like  the  of t-dted  passage  is  to  be  found  in  lincoln's  writings,  and  pung^itly 
oonoludes:  '*  my  reason  for  thinking  that  linooln  never  said  this  is  that  he  was  not  a 
fool." 
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This  vdume  is  an  attempt  to  formulate,  and  to  trace  the  evolution  of,  the 
fundamental  problems  of  government.  Drawing  material  from  many 
sources  and  applying  scientific  methods  of  treatment,  the  author  brings 
out  dearly  the  evolutionary  nature  of  political  progress,  the  connection 
between  institutions  and  environment,  and  the  constant  need  for  adjust- 
ment and  compromise  in  political  development. 

Among  the  questions  considered  are  the  nature  of  the  state;  the  leading 
facUvs  in  political  development;  the  relations  of  the  state  to  the  family, 
the  church,  industrial  organizations,  and  military  organizations;^  the 
relations  of  state  to  state  and  of  state  to  individual;  and  present  political 
conditions  and  tendencies.  At  a  time  when  social,  economic,  and  political 
questions  are  arousing  so  great  an  interest,  this  discussion  of  the  basic 
principles  of  political  organization,  its  past  development,  its  present 
conditions,  and  its  future  needs  wiU  prove  of  great  practical  value. 
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Part  One  traces  the  rise  and  growth  of  political  institutions;  Part  Two  is  a 
study  of  the  existing  government  in  leading  modem  states;  and  Part 
Three  deals  with  the  theoretical  questions  of  the  proper  sphere  of  govern- 
mental activity.  The  treatment  throughout  is  concise,  dear,  and  teach- 
able. The  book  will  be  found  particularly  illuminating  upon  the  import- 
ant questions  with  which,  in  modem  democracies,  all  good  citizens  should 
be  familiar. 
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comprises  extracts  from  official  documents,  contemporary  sources,  and 
leading  modem  authorities  and  affords  a  comprehensive  survey  of  the 
whde  subject.  It  is  intended  to  supplement  any  regular  textbook  in 
political  science  and  to  serve  as  a  basis  for  classroom  investigation  and 
futher  reading  and  study. 
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MATEMALS  FOR  THE  STUDY  OF 

ELEMENTARY  ECONOMICS 

EDITED  BY 

LEON  CARROLL  MARSHALL,  CHESTER  WHITNEY 
WRIGHT,  JAMES  ALFRED  FIELD 

OF  THE  DKPABTMBNT  OF  POLITICAL  BCONOMT  OF  THE 
UNIVERSITY  OF  CHICAGO 

This  volume  of  nearly  a  thousand  pages  ia  intended  to  supply  to  students 
of  elementary  economics  a  cdlection  of  readings,  illustrating  the  working 
of  economic  princq>les  in  actual  life.  The  material  is  drawn  from  the 
most  various  sources  —  books,  magasines,  newspapers,  conmiission 
reports,  court  decisions,  corporation  charters,  government  circulars,  etc 
In  not  a  few  cases,  original  articles  and  diagrams  have  been  prepared 
especially  for  this  book.  The  sdections  have  been  carefully  edited,  so 
as  to  eliminate  unsuitable  material  and  present  the  documents  in  the  most 
usable  form. 

It  is  not  intended  that  the  book  shall  take  the  place  of  the  systematic 
text  on  economics.  On  the  contrary,  it  is  designed  as  a  companion  to 
any  standard  text. 

Of  the  various  materials  coUected  in  the  volume  a  few  extracts,  primarily 
thecMetical,  have  been  chosen  to  present  important  aspects  of  contem- 
porary or  historic  economic  thought.  A  number  of  passages,  descriptive 
of  existing  economic  conditions,  are  intended  to  afford  a  background  of 
information  which  the  systematic  treatises  on  economics  can  hardly  give 
and  which  the  teacher  is  certainly  not  warranted  in  expecting  his  students 
to  possess.  Most  frequently  the  selections  offer  documentary  or  case 
material  in  which  economic  laws  are  embodied  in  concrete  facts. 

The  material  is  thus  very  diverse  in  character,  but  it  is  all  bound  together 
by  the  single  purpose  of  helping  the  student  to  come,  by  his  own  thinking^ 
to  an  understanding  of  economic  principles.  To  this  end  expository 
writing,  news  reports,  official  statements  of  government  or  private 
organisations,  statistical  tables,  schematic  analyses,  maps,  charts,  and 
diagrams  are  all  intended  to  contribute. 

946  pages,  8vo,  doth.    Pos^Mud  98.00. 

Library  Edition  on  heavy  paper,  bound  in  library  buckram  with  special 
stamping,  and  strongly  sewn  on  iape^  postpaid  $4.80. 
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FOUR  PHASES  OF  AMERICAN 
DEVELOPMENT 

FEDERALISM-DEMOCRACY-IMPERIALISM-EXPANSION 

BY 

JOHN  BASSETT  MOORE,  LL.D. 

PrafcHor  ol  latoiMtaooal  Law,  Colombia  UaiTcnity.  New  York;  SometiiBe  Aaibtaat  Secrataij  of 

SUtool  the  United  States;  Antbor  ol  a  Dlfert  ollateraalSoaal  Law,  ol  a  BGbtoty 

and  Digeei  ol  lateraatunal  Affaitratioiii.  ol  **A]iiericaii  Diplo- 

aacj,  lU  Spirit  and  AdtteTementa,"  etc 

VOUB  LECTUBXS  DEUYERED  AT  THB  JOHNS  HOPKINS  UNIYBBSTTY 
IN  APBIL.  Itll 


218  Pages.    Crown  8vo.    Cloth.    Price,  $1.50 


The  lectures  embraced  in  this  volume  are  designed  to  sketch  in 
clear  and  vivid  outline  the  great  movements  by  which  the  historical 
devdopment  of  the  United  States  is  distinguished  and  to  indicate 
the  causes  to  which  they  were  due.  The  order  in  which  the  several 
topics  are  discussed  is  not  intended  to  denote  a  strict  chronological 
succession;  hence  th^  are  described  as  phases  rather  than  as 
stages  of  development.  While  f^eralism,  democracy  and  im- 
perialism give  a  dominant  impress  to  successive  periods,  yet  ex- 
pansion has  characterized  the  entire  course  of  American  history. 
The  misapprehension  so  widely  entertained,  that  imperialism 
began  with  the  war  with  Spain  is  corrected.  The  imperialistic 
tendency,  observable  from  the  beginning,  is  shown  to  have  assumed 
a  specially  pronounced  form  in  the  Civil  War  and  in  the  measures 
of  national  self-preservation  to  which  that  great  conflict  gave  rise. 


Orders  should  be  addressed  to    , 

THE  JOHNS  HOPKINS  PRESS 

BALTIMORE.  MARYLAND 
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HARVARD  UNIVERSITY 


COURSES  IN  HISTORY,  SOVERNMENT,  AND  ECONOMICS  FOR  191i-15 


rrhe  foDowing  are  full  oounes  running  through  the  year,  unless  otherwise  stated. 
Braokets  indicate  that  the  oourse  is  omittra  in  1914-15.  Courses  omitted  in  one  year 
are  usually  giyen  in  the  year  following.] 

mSTORT 
Ptimaiily  for  Undafgradumtet 

1.    European  History  from  the  Fall  of  the  Roman  Empire  to  the  Present  Time  (in- 

troductcry  oourse).     Professor  Haskinb  and  others. 
[2.    European  History  from  the  Close  of  the  Middle  Ages  to  the  Outbreak  of  the 

French  Revolution.     Asst.  Professor  Mbbriman.] 
13a.  Constitutional  and  Political  History  of  the  United  States,  1801-1850.   HaJf -course. 

Professor  Habt  and  an  assistant. 
30a.  Continental  Europe  since  1815.     Half<oune.    Dr.  Lobd. 
30&.  The  Expansion  of  Europe  since  1815.    Half-cowrw,     Professor  Cooudgb. 
326.  History  of  the  United  States  from  1850  to  the  Present.     Ha!f<our9e,     Professor 

TUIWEB. 

For  Undafgradumtet  and  Gnidnatea 

[3.    History  of  Rome  to  the  Reign  of  Diocletian.     Professor  Fbroubon.] 

4.    Historvof.Greece  to  the  Roman  Conquest.     Professor  Fesqubon. 

[5.    The  Church  in  the  Middle  Ages  from  Charlemagne  to  Dante.     Professor  Embr- 

TON.] 

[8.    History  of  France  to  the  Accession  of  Francis  I.     Asst.  Professor  Gbat.] 
9.    Constitutional  History  of  England  to  the  Sixteenth  Century.     Asst.  Pkofessor 
McIlwain. 

10a.  American  History  to  1775.     Ha!f<our8e.     Professor  Channino. 

106.  The  Formation  of  the  Union,  1775-1815.    Half-coune.     Professor  Channino. 

[11.    Histoiy  of  England  during  the  Tudor  and  Stuart  Periods.     Asst.  Prcrfessor  Mbb- 
riman.] 

12.    The  Histoiy  of  England  from  1688  to  the  Present.     Asst.  Professor  Johnbxon. 

14.  The  French  Revolution  and  Napoleon  I.     Asst.  Professor  Johnston. 

15.  History  of  Russia.     Dr.  Lobd. 

[16.    Hist^  of  Spam.     Asst.  F^fessor  Mbbriman.] 
17a.  The  BSstory  of  the  West  to  1840.     Balf^awne.    Professor  Turnbr. 
(175.  The  History  of  the  West,  1840-1910.     HaJf^owr^e.     Professor  Tttrneb.] 
[18.    History  of  the  Far  East  in  the  Nineteenth  Centuiy.     HcJf-cawrse.     Professor 

Coolidob.] 
19.    The  Eastern  Question.    Hatf-cowrae.    Professor  Coolidob. 
24.    The  History  (n  the  Christian  Church  in  Europe  since  the  Reformation,  and  the 

Expansion  of  Christendom  in  the  East  during  the  Nineteenth  Century.     Pro- 
fessor E.  C.  MOORB, 
[28.    History  of  Modem  Germany.     Dr.  Lord.] 

133.    History  of  Itf^  from  1789  to  1870.    HaM-cofwrse,    Asst.  Professor  Johnston.] 
[34.    The  Political  Geography  of  Euroi)e.    Ha^-'wwne,    Asst.  Professor  Johnston.]. 
37.    Character  and  Spread  of  Hellenistic  Culture.    Htdf-courae.    Professor  Fbrouson. 
[40.    History  of  France  in  the  Seyenteenth  and  Eighteenth  Centuries.     Htdf-coune. 

Dr.  Lord. 
42.    The  Age  of  the  Renaissance  in  Europe.    Asst.  Professor  Gray. 
[54.    History  of  Egsrpt,  Babylonia,  AaeyriAf  and  Persia  to  the  time  of  Alezand^.    Half- 

course,    froieoBOT  G.  F.  Moorb.] 
566.  Latin  America.    Haif-cowrse,     Dr.  M.  de  Ouybira  Lima. 
(Histoiy  of  Religions  1.     The  Origin  and  Development  of  Religion.     Half-eoune. 

Professes  G.  F.  MooRB.] 
Histoiy  of  Religions  2.    Histoiy  of  Religions  in  Outline.    Hdif-etnme.    Pkofessor  G.  F. 

MooRB. 
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Priimrily  for  QimdiiAtet 

(6.    The  First  Euht  Oimtian  Centuries.     Professor  EiaBBTON.I 
7.    The  Era  of  the  Reformation  in  Europe  from  the  Rise  of  Italian  Humanism  to  the 

ciose  of  the  Council  of  Trent  (1350-1563).     Professor  Eiobbton. 
21.    Introduction  to  the  Sources  of  Mediaeval  History,     ifaff-courae.      Professor 

Hasxinb. 
[22.    The  Elements  of  Latin  Palaeography,  witii  reference  to  the  use  of  historical 

sources.    Haff-coune.    Professor  Hasbinb.] 
23a.  Selected  Topics  in  the  Historical  Development  of  American  Institutions.     Hatf" 

caune.    Professor  Channino. 
236.  Selected  Topics  in  the  Historical  Development  of  American  Institutions  (1801- 

1851).     Half-cavne,    Professor  Channing. 
23e.  The  Literature  of  American  History.    Hatf-courMe,    Ph)f essor  Channxno. 

25.  Historical  Bibliog^hy  and  Criticism.     Haif-courte,     Professor  Hasuns. 

26.  History  of  Christian  Thought.     Pint  half-year.    Prof essor  Emxbton. 

[27.    The  Historical  Literature  of  France  and  Endand  since  the  close  of  the  Eighteenth 

Century.    Half-cowrae,    Asst.  Professor  Johnston.] 
29.    Selected  Topics  in  the  History  of  the  Nineteenth  Century.     Professor  Cooudgb. 
31.  Selected  Topics  from  the  History  of  Continental  Europe  in  the  Sixteenth  and 

Seventeenth  Centuries.     Ndf-caurse,     Asst.  Professor  Mbbrdcan. 
35.    Roman  Constitutional  EQstory.     Professor  Fbbguson. 
136.    Greek  Political  Institutions.     Professor  Ferguson.] 
[38.    Bysantine  History.     Hat/nxmne.     Professor  Fbboubon.] 
[39.    Comparative  Studies  in  the  Institutions  of  Western  Europe,  1300-1600  (England, 

France,  Spain).    Half-courae.    Asst.  Professor  Msbrdian.] 
41.    Early  Mediaeval  Institutions.     Half'-courw,     Professor  Habkins. 
44.    Selected  Topics  in  American  History.     Professor  Turner. 
[45.    Diplomatics.     Hdlf-courae.     Professor  Haskinb.] 

46.  Manuscript  Materials  of  American  History.     Half-caune.     Mr.  W.  C.  Ford. 

47.  Introduction  to  the  Sources  of  Modem  European  Histoiy.     Haif-caurse,     Dr. 

Lord. 

148.    General  EQstory  of  Russia  (advanced  course).     Dr.  Lord.] 
50.    Studies  in  the  Political  Literature  of  the  Revolutionary  Period  in  France  and 
Italy.     Half-cotarse.    Asst.  Professor  Johnston.] 

152.    European  Diplomacy  since  1814.     Haif-cowrae.     Asst.  Professor  Johnbton.] 
53.    Topics  in  the  History  of  France  and  England,  1776-1810.     Asst.  Professor 

Johnston.] 
56.    Topics  in  Military  Histoiy,  1792-1871.    Asst.  Professor  Johnston. 
[History  of  Religions  3.     Germanic  and  Celtic  Religions.     Hdlf-emtrBe,     PtofessoiB 

KrrTRBDGB  and  F.  N.  Robinson.] 
[Htttory  of  Religions  4a.    Judaism.     Haif-eaune.    Professor  G.  F.  Moorb.] 
History  of  Reli£ons  46.  Introduction  to  Jewish  Literature  from  200  B.C.  to  the  Middle 

Axes.    Jlalf-^ourte,    Professor  G.  F.  Moorb. 
[History  of  Religions  6.    The  Religion  of  Israel.    Professor  G.  F.  Moorb.] 
[History  of  Religions  7.    Religions  of  the  Roman  World  at  the  Beginning  of  the  Quib* 

tian  Era.     Half'-courte.    Professor  G.  F.  Moorb.] 
History  of  Rdunons  8.    Philo.    Half-cowrw.    Professor  G.  F.  Moorb. 
History  A  1.    History  of  the  Church  in  Outline.     Professor  Platnbr. 
[History  A  2.    History  of  Christian  Doctrine.    Professor  Platnbr.] 
Histoiy  A  3.    Christian  Institutions.     Professor  Platnbr. 

History  A  4.  History  of  the  Churdi  in  England.  Haif-wwrw.  Professor  Platnbr. 
History  A  5.  History  of  the  Church  in  Aimrica.  HM^^oune.  Professor  Platnbr. 
[Histoiy  A  6.    Histoiy  of  Early  Christian  Literature.    Professor  Platnbr.] 

Coubsbb  of  Rxbbarch 
20a.  Readings  from  the  Historical  Literature  of  the  Reformation  Period.     Professor 

ElCBRTON. 

20&.  Topics  in  the  History  of  English  Lc|sl  InstitutioDS.  Asst  Professor  McIlwaik. 
20e.  Mediaeval  Institutions.     Professor  Habkinb. 

20d.  Histoiy  of  Continental  Europe  and  of  Asia  in  the  Eiditeenth  and  Nineteenth 
Centuries.     Professor  Cooudgb  and  Asst.  Professor  Jobnbton. 

200.  American  Histoiy.    Professor  Cbannino. 

\20f.  English  Institutions  in  the  Tudor  and  Stuart  Periods.     Asst  Professor  Mbr> 

biman.] 
[20^.  Tomes  in  the  History  of  Spain  in  the  Fifteenth  and  Sixteenth  Centuries.     Aast. 

Professor  Mbrriman.] 
20t.  Studies  in  the  Greek  Historical  Inscriptions.    Professor  FteouBON. 
2Qi.  Topics  in  Modem  English  History. 
2CSb.  American  History.    Aof essor  Turnbr. 

201.  Topns  in  the  Histoiy  and  Present  Conditions  of  Latin  America.     Dr.  M.   de 

OUVBIRA  LOfA. 

History  of  Religions  20.    Ptofessor  G.  F.  Moorb. 
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GOVBRlfMXNT 
Primarily  lor  Undargimdiuitet 

1.  Conatituiional  Goyerament.     FrofeBsor  Mumbo  and  aaaiatanta. 

(3.  Paitf  Goyemment.     Awt.  ProfesBor  Holcoicbs.] 

66.  Politioal  Theories  of  Modern  Times.    JETaj^^aiirM.     Asst.  Profeesor  Holcombb. 

9.  Goyenmxe&t  of  American  States.    Aast.  Professor  Holoombb. 

[13.  Constitutional  Deyelopment  of  the  United  SUtes  (1775-1914).    Pkofessor  EUbt.] 

16.  Tendencies  of  American  Lonslation.     Professor  SmcaoN. 

17.  Municipal  Goyemment.    frofessor  Mumbo  and  an  assistant. 

For  Uadorgradiimtet  and  Graduates 

4.  Elements  of  International  Law.     Professor  Wilson. 

6a.  The  Deyelopment  of  Roman  Law.    Half-^ourte,    Asst.  Professor  McIlwain. 

66.  The  Development  of  Enjdish  Law.    Hcuf^course.    Asst.  Professor  McIlwain. 

8.    The  Goyemment  of  the  french  Republic  and  of  the  German  Empire.    Half«nar8e. 
Asst.  Professor  Ybomanb. 
[10.    Th6  Government  of  Enjriand.] 
[14.    American  Diplomacy:  Treaties:  Foreign  Policy.     Professor  Habt.] 

18.  State  and  City  Government  in  Massachusetts.     Half'^ovrse.     Mr.  L.  A.  Fboth- 

INGHAlf. 

[21.    Colonial  Governments.] 

31.    Municipal  Administration.     Professor  Whipplb.  Professor  Munbo,  Asst.  Profes- 
sor Jambs  Fobd,  Asst.  Professor  Pbat  and  others. 
[32.    Public  Ownership  and  Control.     Asst.  Professor  Holcombb.] 

Primarily  for  Graduatea 

6a.  History  of  Political  Theories.     Ha!f-<our9e,     Asst.  Professor  Holcombb. 
7.    Municipal  Administration.     Professor  Munro  and  an  assistant. 

[11.    Federal  Government:  History,  Theory,  and  Systems.     Professor  Habt.] 

12.    American  Political  System,  National,  State,  and  Municipal.     Half'Cour9e.     Ph>- 
fessor  Hart  and  an  assistant. 

15.    International  Law  as  administered  by  the  Courts,  and  as  observed  in  Inter- 
national Negotiations.     Professor  Wujson. 

[19a.  American  Constitutional  Law:   I.  Liberty,  Personal  Rights,  Racial  Questions, 
etc.     Professor  Stdison.] 

19&.  American  Constitutional  Law:    II.  Rights  of  Property,  Interstate  Commerce, 
Trusts,  etc.    Professor  Stimson. 

123.    Selected  Cases  in  International  Law.     Professor  Wilson.] 
27.    Colonial  Administration.] 

COXTBSBS  OF  RbSBABCH 

20a.  Selected  Topics  in  Municipal  Government.     Professor  Munbo. 
20c.  International  Law.     Professor  Wilson. 

20d.  Selected  Topics  in  State  Government.     Asst.  Professor  Holoombb. 
206.  American  Institutions.     Half-coiarse,     Professor  Habt. 
(2Qf.  Topics  in  Constitutional  Law.     Professor  Stimson.] 

ECONOMICS 
Primarily  for  Uadafgradoatea 

A.     (formerly  1.)    Principles  of  Economics.     Professor  Taussig  and  Asst.  Professor 
E.  E.  DAt. 

For  Uadeffradiiates  and  Gradoatea 

la.  Statistics.     HaJf-cawrse.    Asst.  Professor  Dat. 

lb.  Accounting,    adtf-coune.    Dr.  J.  S.  Davis. 

2a.  European  Indust^  and  Commerce  in  the  Nineteenth  Century.     Hatf'^oune, 

Professor  Gat. 
2b,  Economic  and  Financial  History  of  the  United  States.     Half-^owrte,     Phsfeasor 

Gat. 
3.    Mon^y  Banking,  and  Commercial  Crises.    Asst.  Ptofessor  Anbbbson. 
4a.  Eeoncmucs  of  Transportation.    Half^owne,     FnieoBor  Riflbt. 
46.  Economics  of  Corporations.    Hatf^caune,    Prof essor  Riflbt. 

5.  Public  Ffnaace,  mduding  the  Theory  and  Methods  of  Taxation.     Professor 

BlTLLOCK. 

6a.  Trade-Unionism  and  Allied  Phiblems.    HalS<auirm,    Professor  Riflbt. 
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ffib.  The  Labor  Movement  in  Burope.     Haff<aur9e.J 

7.  Theories  of  Distribution.    Ftofessor  Carvbr. 

8.  Principles  of  Sodokwry.    Asst.  IVofessor  Amdbbbon. 

9.  Eoooomies  of  Agriotuture.    HaJIJ<owr9t.    Professor  Carybr. 

Primifily  for  Oradiuitet 

11.  Economic  Theory.     Professor  Taussig. 

12.  8ooi>e  and  Methods  of  Economiclnvestigation.    UalJ'eovr^t,    Prof essor  Carvbr. 

13.  Statistics:  Theory,  Method,  and  Practice.     Asst.  Professor  Day. 

14.  History  and  Literature  of  Economics  to  the  year  1848.     Professor  Buixook. 

15.  German  and  French  Economists  of  the  Nineteenth  Century.     Professor  Gat. 
[16.  The  Theories  of  Contemporary  Socialism.    Hatf-course.] 

17.    Economic  Theory:  Value  and  Related  Problems.    Asst.  Professor  Andbbson. 

22.  Problems  in  European  Economic  History.     Half-course,     Asst.  Professor  Gray. 

23.  Economic  History  of  Europe  to  the  Middle  of  the  Eighteenth  Century.     Asst. 

Professor  Gray. 
[24.    Topics  in  the  Economic  History  of  the  Nineteenth  Century.     Professor  Gay.] 

31.  Public  Finance.     Professor  Bulxx>gk. 

32.  Economics  of  Agriculture.     HM-course.     Professor  Carvbr. 

33.  International  Trade  and  Tariff  Problems  in  the  United  States.     Half-eoune, 

Professor  Taussig. 
34.    Problems  of  Labor.     Professor  Riplby. 

CouRsas  OF  Rbsbabch 

20a.  Economic  Theory,  also  International  Trade  and  TarifiF  Problems.     Professor 

Taussig. 
20&.  Economic  Theory,  also  Economics  of  Agriculture.     Professor  Carvbr. 
20c.  Principles  of  Corporation  Finance.    Professor  Riplby. 
20d,  Economic  History.     Professor  Gay. 
20e.  American  Taxation  and  Finance.     Professor  Bullock. 
2Qf.  Money,  Banking,  and  Crises.     Professor  Spragub. 

Accounting.     Assoc.  Professor  Colb. 

Mediaeval  Agrarian  History.     Asst.  Professor  Gray. 

SOCIAL  ETHICS 
For  Undttfiradoates  and  Graduates 

1.  Social  Problems  and  Social  Policy.     Asst.  Professor  Fobrstbr  and  Asst.  Pro- 

fessor Ford. 

2.  Poor  Relief  and  Neighborhood  Work.     Half-«mr9e,     Dr.  Brackett. 

3.  Criminok>gy  and  Penology.     Hatf-cotarae, 

4.  Immigration  and  Race  Problems.     Half-^ourae.     Asst.  Professor  Fobrstbr. 

5.  The  Housing  Problem.     Haif-cowrte,     Asst.  Professor  Ford. 

6.  Social  Amehoration  in  Europe.     Half-eourae,    Asst.  Professor  Fobrstbr. 

7.  Rural  Social  Development.     Half-course,     Asst.  Professor  Ford. 

8.  Child-Helping  Agencies.     Half-couree,     Dr.  Carstens. 

Primarily  for  Gnduatet 

CouRSBs  OF  Rbsbabch 

20.    Special  Researohes.     Asst.  Professor  Fobrstbr  and  Asst.  Professor  Ford. 

206.  Seminary.     The  Alcohol  Problem.     Asst.  Professor  Ford. 

20t:.  School  for  Social  Workers.     Dr.  Brackbtt. 

20d.  School  for  Social  Workers.     Advanced  course.     Dr.  Brackbtt. 


Descriptive  pamphlets  relative  to  the  above-named  courses  for  the  year  1914- 
15,  with  ciroulars  r^arding  admission  to  Harvard  College  and  the  Graduate  Schools, 
may  be  obtained  by  applying  to 

THB  SBCRBTARY  OF  THB  FACULTY  OF  ARTS  AHD  8CIBNCB8, 

UalYvnIty  BaU,  CuilHldft,  Maw. 


HARTAKO  UNivnNrrt  nmm 
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HARVARD    ECONOMIC    STUDIES 


The  Harvard  Economic  Studio  are  published  as 

independent  voloxnes  of  uniform  size,  separately 

paged,  and  in  cloth  binding. 

Vol.  !•  The  English  PaterUs  of  Monopoly^  1560-1640y  by 
William  Hyde  Price,  Ph.D.  8vo.  Price  $1.50.  Published  October, 
1906. 

Vol.  II.  The  Lodging  House  Problem  in  Boston^  by  Albert 
Benedict  Wolfe,  Ph.D.  8vo.  Piiqe  $1.50.  Published  December, 
1906. 

Vol.  m.  TTie  Stannaries:  a  Study  of  the  English  Tin  Miner ^ 
by  George  Randall  Lewis,  Ph.D.  8yo.  Price  $1.50.  Published 
January,  1908. 

Vol.  IV.  RaUroad  Reorganizalion^  by  Stuart  Daggett,  Ph.D. 
8yo.  Price  $2.00.  A  detailed  history  and  analysis  of  all  the 
important  railroad  reorganizations  in  ^e  United  States  to  1907. 
Published  May,  1908. 

Vol.  V.  Wool  Ghrounng  and  the  Tariffs  by  Chester  Whitney 
Wright,  Ph.D.  8vo.  Price  $1.50.  A  complete  history  of  the  wool 
growing  industry  in  the  United  States  and  its  relation  to  our 
tariff  policy.     Published  June,  1910. 

Vol.  VI.  Public  Ownership  of  Telephones  on  the  Continent  of 
Europe^  by  Arthur  Norman  Holcombe,  Ph.D.  8vo.  Price  $2.00. 
A  full  and  impartial  account  of  telephone  history  in  Germany, 
France,  Italy,  Holland,  Scandinavia,  with  a  consideration  of  the 
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